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PREFACE 


The course in advanced Business Economics given in the 
Harvard Business School seeks to demonstrate the importance, in 
the forming of executive judgments, of generally accepted eco- 
nomic principles, and especially those economic principles devel- 
oped in recent studies of the business cycle. Most of the cases and 
problems presented in this book were gathered by the Harvard 
Bureau of Business Research for the use of that course; very 
generally they concern decisions which business men have made 
since the armistice. 

For introductory discussion on the business cycle I have 
drawn freely on the publications of the Harvard University 
Committee on Economic Research, and especially upon the 
writings of Professor Warren M. Persons. I am indebted to 
Professor Charles J. Bullock, the chairman of that committee, 
and to Professor Persons for permission to present much of the 
materials contained in Parts I and III. Each of these introduc- 
tory chapters on the “Business Cycle” (Part I) makes reference 
to cases or problems in Part II, which clearly present the impor- 
tant issues raised in the chapter. 

Part III contains important statistical series, together with 
a simplified explanation of the statistical methods devised by 
Professor Persons and employed by the Harvard Committee in 
its work. This was prepared by the statistician of the Com- 
mittee, Professor W. L. Crum, for die use of subscribers to the 
Harvard Economic Service who might be desirous of comparing 
statistical series of their own business with the curves of the 
Harvard Index Chart. This explanation is here included in 
order that teachers desiring to add laboratory or report work to 
the requirements of a course in Business Cycles or Business 
Economics may have a non-raathematical explanation of Pro- 
fessor Persons’ methods to place in the hands of their students. 
It should also be of value to business men desiring to compare 
the movements of their business with the general business cycle. 
A more complete explanation appears in Professor Persons' 
fundamental work, Indices of General Business Conditions, 
iii 
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which is published by the Harvard University Uonimiitee mi 
Economic Research. In the opinion of ilie pieseiit wiitei. that 
volume, together with the Revicxi' oj h'.t onon:;i of 

which Professor Per.sons is editor, and the IfStUv of 

the Harvard Economic Service, should lie available fm- the the 
of students working in the field of bu,<ine'- eemunnii and fur 
tlie use of business men seeking to use the eennmnie ptineiples 
e.xplained in Part I in the consideration of proliletns of busim.ss 
policy. 

The members of the Staff of the Bure.au of Ihi.^-iness Research 
whose work developed the mateiials here iire.-ented iiuhide Ed- 
ward E. Allen, Jr., Frederick M. Bundy, Edward T. Herndon, 
Richard N. Johnson, Frederick 1). Moore, William Rugg. 
J, Riddick Sanderlin, :ind Theodore U. Streihert. Praclic.dly all 
of the cases and problems were galheted by them, under the 
supervision of Mr, Charles 1). LaFolIette, To Dean Dunham, 
to Professor Copeland, director of the Bure.iu, and e-^peeially 
to Miss Mary E. O.sgood, its executive secretaiy, my thanks 
are due for help in the [ircparation of the outline which con- 
stituted the basis of the work of the Roseau h Staff. 'Po Mr, 
Seymour L. Andrew, chief statistician of the American Tcde- 
phone and Telegraph Company. I am indebted for permission to 
present the Index of General Business Activity developed in his 
office, and to Professor Allyn A. Young for permis-^ion to roiivo- 
duce the material from the latest edition of Profe.ssor Ridiard 
T. Ely’s Outlines of Economics, to which he contributed the 
chapter on “Business Cycles.” Miss E. F. Plulbrook. of the .staff 
of the Bureau of Business Research, gave most valuable assistance 
in the reading of the proof. 

IIoMKU B. VANnj;Kni.in‘. 

Cambridge, Massachusetts, June 21, 1924 
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THE BUSINESS CYCLE^ 

A, The Phases of the Business Cycle 

The course of business is not purely fortuitous or haphazard, 
nor are major price movements accidental. (Depressions pave 
the way for business revivals; revivals develop into booms; 
booms breed crises; and crises run out into depressions./ This 
round of changing conditions — known as the business cycle — ' 
constitutes one of tbe most persistent phenomena of the commer- 
cial world. Prices rise and fall; markets expand and contract; 
production increases and decreases; orders accumulate beyond 
capacity and then suddenly seem to vanish altogether. /When 
commodity prices reach their peak, business is on the verge of 
collapse; and when they hit bottom, business is on the thresh- 
hold of recovery^ Thus, management always faces the problem 
of dealing with new and changing business conditions. 

An examination of the frontispiece reveals strikingly the well- 
defined ebb and flow of prosperity and depression since 1877. 
It reveals also that intimate relationship between conditions in 
general business and the movement of interest rates.^ In pe- 
riods of increasing business activity, interest rates advance; in 
periods of depression they decline. A crisis is marked by the 
continued advance of money rates, after the downturn of 
business has begunj 

Indeed, money conditions reflect the fundamental soundness 
or unsoundness of the general business situation itself. When 
trade expansion has been upon a generally unsound basis, the 
shock of subsequent price declines and loss of confidence results 

This discussion of the business cycle is largely adapted from The Earvard 
Ittdex of General Business Conditions: Its Interpretation and other publications 
of the Harvard University Committee on Economic Research. The principal pub- 
lications of that committee, the Weekly Letters c ' the Harvard Economic Service 
and the Review of Economic Statistics, are hereafter cited as Letters and Review 
respectively. 

The chart of money rates is reproduced from the Review, prel. vol. 5, p. 28, 
For the table of original data from which the corrected rates appearing on the chart 
were calculated, see Table E-I, Chapter XII, p. 622. 

,1 



PROBLEiALS IN BUSINESS ECONOMICS 


in a hardening of money rates. The recession in business checks 
the regular flow of payments in commercial transactions and 
causes loans to become frozen in appreciable amounts. This 
condition, in turn, increases the demand for fund.s, since the 
freezing of old loans necessitates additional credit for carrying 
on current business. These arc the usual developments in the 
money market when an unsound business situation is subjected to 
strain. Their appearance in 1884. 18S7, iSpo, 181)3. 1S06. 1903, 
1907, 1910, 1913, and 1920, resulted in an unusual tightness of 
the money market. (Frontispiece.) The panic conditions 
which developed in 1884, 1893, ^nd 1907 are shown by the 
sharp rise of the curve for interest rates in those years;’ while 
the protracted period of liquidation made possible by the Federal 
Reserve System is reflected by the sustained high level of money 
rates during 1920-1921.- 

There are five well-defined phases of the business cycle. These 
phases usually occur in the same order: ft) Depression; (2 ) Re- 
covery; (3) Prosperity; (4) Financial Strain; (5) Crisis. Each 
phase develops gradually into the following and is distinguished 
by characteristic movements in the speculative, business, and 
money markets. 

Depression (phase i) has, as a legacy from the preceding 
period of liquidation, low prices of securities and small volume 
of speculation, depressed commodity prices and sluggish busi- 
ness activity, declining rates on commercial paper and increas- 
ing bank reserves. With marked dullness in speculation and 
business, the demand for credit slackens to a point which re- 
sults in an accumulation of large quantities of money in the 
banks of the country. These funds seek an outlet in the security 
markets through the purchase of stocks and bonds which arc 
now fluctuating around their lowest levels in the cycle. Idle 
money, therefore, is drawn into the speculative market to pur- 
chase high-grade bonds, high-grade stocks, and the lower-grade 
stocks in the order named, and an upward movement in security 
prices and speculative activity is under way. 

'See 0 . M. W. Sprague, History of Crises under the National Banking System, 
(prepared for the National Monetary Commission, Sen. Doc. No. 538, Oist Congress, 
snd Session); and Alexander Dana Noyes, Forty Years of American Finance, for 
discussions of these panics, their causes and results. 

^Sce Letters, vol. 3, p. 37. 
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After this upward swing in speculation has been in progress 
for several months business lifts its head from the depths of 
depression, commodity prices begin to advance, and business 
enters the second phase of the cycle, recovery. This phase 
is characterized by advancing security prices, usually a strong 
bull market in stocks, rising commodity prices, and increasing 
business activity. Presently, however, the demands of specu- 
lation for funds to finance heavy stock-market operations while 
prices of stocks are rising, and the increasing demands of busi- 
ness for funds to facilitate industrial expansion, cannot both 
be granted to the degree desired and money rates begin to 
harden under the pressure of the demand for credit. At this 
point business passes into phase 3 of the cycle, prosperity. 

Expanding business is now competing for funds aggressively, 
and speculation must give way. Manufacturers and dealers in 
commodities are the year-in and year-out customers of our banks 
and if shortness of funds makes discrimination necessary such 
discrimination must be in favor of business men and against 
speculators. The withdrawal of funds by the banks from the 
speculative market to finance business men, whose needs grow as 
commodity prices continue to advance, results in the culmination 
of the upward swing in security prices which began in phase i, 
business depression. 

This situation eventually leads to phase 4 of the business 
cycle, financial strain, the chief characteristics of which are 
high credit tension and more or less drastic liquidation in 
security markets. Money rates continue at a high level, the 
reasons for which are clear enough when the relation of indus- 
trial conditions and credit are considered. Business activity 
and commodity prices are now fluctuating around their highest 
levels in the cycle. There is considerable speculation in com- 
modities and a large volume of forward buying which results 
in the accumulation of heavy inventories at greatly inflated 
prices. Railroad congestion, by slowing down deliveries, post- 
pones collections and the prompt payment of bank loans. Un- 
usual pressure is placed upon the money market because of the 
demand for credit to finance industry under the conditions 
which prevail. This situation is further aggravated by increasing 
production costs which, as the result of continued wage advances 
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and rapidly declining labor efficiency, are now advancing out of 
proportion to selling price. 

Doubt begins to arise concerning the willingness or even the 
ability of the banks to grant further accommodations in sup- 
port of an unhealthy business structure. Banks are pressing 
their customers for the liquidation of loans. Business men, 
therefore, begin to make price concessions, with the hope of 
improving their cash position. Such concessions ( coming at the 
peak of prosperity) cause business men to wonder whether the 
turn of the tide has not been reached. The expectation of 
lower prices encourages cancelations; inventories become 
frozen; the renewal of loans becomes necessary. Money rates 
continue to harden because of the demand for credit by busi- 
ness men to satisfy the banks and other creditors who are 
pressing for payment. The belief that the upswing in business 
which began in phase 2 of the cycle, recovery, has culminated, 
thus spreads. The prevailing price level no longer attracts 
buyers and price concessions become the ruling factor of the 
day. A major downward movement of commodity prices and 
business activity is thus ushered in. and business passes into the 
fifth and final phase of the cycle, crisis. 

The crisis phase of the cycle is characterized by continued 
liquidation in security markets and by more or less drastic 
liquidation in commodity markets, the intensity of the latter 
movement being governed largely by the degree of credit tension. 
If liquidation takes place gradually we have an industrial crisis 
similar to those of 1903 and 1910. Money strain may be so great, 
however, and liquidation so drastic, as to result in a repetition 
of the business experiences of 1907 and 1920. In 1907 there was a 
panic of severe proportions, but in 1920 a protracted period of 
liquidation without the development of a panic. 

Following the crisis, which generally runs its course in a few 
months, business is again in phase i, depression, characterized 
by the closing of factories, wide-spread unemployment, and de- 
pressed business conditions. This is the period of declining 
money rates, low security prices, and declining commodity prices. 
At this point the cycle begins all over again. ^ 

* For a mote detailed discussion of the phases of the business cycle, see Business 
Cycles by Wesley C. Mitchell, which “offers an analytical description of the com- 
plicated processes by which seasons of business prosperity, crisis, depression and 
revival come about in the modern world." (Preface) , 



THE BUSINESS CYCLE 


B. Causes and Effects of Business Cycles^ 

Older Theories of Crises. Long before the cyclical character 
of the movement of business activity had been noted, crises had 
attracted attention as frequently recurring phenomena of eco- 
nomic life. Crises generally come as sharp interruptions of pe- 
riods of business prosperity, when credit has been relatively abun- 
dant, prices and profits relatively high, markets good, and em- 
ployment plentiful. They are of all degrees of severity, but 
generally are characterized by a scarcity of bank credit, sluggish 
markets, a sudden drop in prices, bankruptcies, a subsequent 
period of business depression, lack of employment for wage 
earners and kindred symptoms. 

The earliest explanations of crises attributed them to psycho- 
logical factors. They were thought of as inevitable reactions to 
ebullitions of contagious speculative “mania,” such as the “tulip 
mania” of 1636 in Holland, and the South Sea and Mississippi 
“bubbles” of 1720 in England and France. Even today there are 
many who turn to psychology for an explanation of crises and, in 
fact, of the whole business cycle. Thus a crisis is often attributed 
to a “loss of business confidence,” following, perhaps, upon a 
period of “overconfidence.” The only thing necessary at any 
time, then, to move business out of the doldrums would be a 
“restoration of confidence.” There is no denying that psychology 
has much to do with the business cycle. An undue degree of 
optimism may lead to an overdoing of business expansion, and 
thus perhaps bring about its ultimate wrecking. Pessimism, ex- 
pressed in timidity or undue caution, may deepen or prolong the 
depression following upon a crisis. But why should there be this 
fairly regular rhythmic alternation of optimism and pessimism 
in business? Back of men’s opinions respecting the state of 
business, most students are agreed, economic forces of a quasi- 
mechanical rather than a psychological order are at work. 

Another popular theory of crises attributes them to over- 
production. Here again our objection is not so much that the 
theory is necessarily untrue, as that it is vague and superficial. 
It cannot be disposed of by arguing, as economists at one time 
were prone to do, that general overproduction is impossible. 

Trom Outlines of Economics by Richard T. Ely, Thomas S. Adams, Max 0. 
Lorenz, and Allyn A. Young; copyrighted by the Macmillan Company; reprinted 
by permission. 
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There is ca sense, undoubtedly, in which the supply of any one 
good may be construed to be a demand for other goods, so that 
in a large and abstract way it may be held that demand neces- 
sarily increases with supply. But this abstract view holds small 
comfort for the nation, which, like Chile in the years following 
the World War, finds the world overstocked with its principal 
export product (nitrate, in Chile’s case). It holds small comfort, 
too, for cotton and wheat growers in years when crops arc too 
large or markets too poor to afford profitable prices, for mer- 
chants who find themselves overstocked, or for manufacturers 
who find that they and their competitors have overequipped 
themselves with factories and machines. Overproduction may 
often be, in fact, nothing else than maladjusted or badly balanced 
production. Or — since goods tire not directly exchanged for 
goods, but sold for money — it may appear in the form of an 
aggregate industrial output too large for consumers to purchase 
at pricc.s profitable to the producers. 

The socialists, from Robert Owen (1815) down to Karl Marx 
and his followers, have given a characteristic twist to the over- 
production theory of crises, rroduction under machine methods, 
they hold, tends always to increase faster than the consuming 
power of the great mass of the people, for most consumers are 
wage-earners whose incomes, according to socialistic doctrine, 
are determined, not by the value of what they produce, but upon 
the minimum upon which they can live. Capitalistic methods of 
production thus yield a surplus product, and at any given time an 
even larger surplus product is always possible. The surplus 
product accumulates in the market and leads periodically to 
crises. The demand for luxuries on the part of the “capitalist 
employers” affords an outlet for a part, but only a small part, of 
the surplus product. The employers want profits and power 
even more than they want luxuries. Crises, in the opinion of the 
socialists, are not the only ills for which the surplus product is 
responsible. Endeavors to find an outlet for it, they hold, lead 
to economic rivalries among nations, to the exploiting of unde- 
veloped or backward countries, to colonial expansions — in short, 
to “economic imperialism” and to wars. 

Despite the absurdities of the notions respecting prices and 
wages upon which it rests, the socialistic theory of crises, like 
others of the older theories, contains a germ of truth. In periods 
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of advancing prices and profits, wages, in fact, lag behind, and, 
beyond much doubt, this fact has its significance in the expla- 
nation of the economic cycle. But the socialists are clearly wrong 
in holding that there is a continuous and irresistible tendency to 
overproduce, interrupted and halted from time to time by crises. 
Business men gage their productive activities, not by the maxi- 
mum possibilities of modern machine methods, but according to 
their estimates of the market for their goods. If they over- 
produce, or if the productive capacity of their plants becomes 
too large, it is because their estimates are wrong, not because 
production or productive capacity grows spontaneously of its 
own accord. To explain a crisis, or the business cycle of which 
a crisis is a part, we must explain why business men in general 
prove, from time to time, to be mistaken. 

Cycles and the Weather. Business cycles vary in length. The 
range of variation, however, is not so great but that it suggests 
the possible presence of some definite periodic element. This, in 
turn, has suggested to various observers that one or another of 
the periodic forces of nature may be at work. In various phe- 
nomena, such as the seasons, the tides, and different types of 
vibratory motion, nature displays a rhythmic periodicity. On 
the assumption that the business cycle has a fairly normal period 
— an assumption not yet verified, and, on the whole, doubtful — 
it would by no means be unreasonable to look to external natural 
forces for its controlling causes. 

The first important suggestion of this sort came from the bril- 
liant English economist, W. S. Jevons, whose “sunspot theory” 
of crises was a courageous if unfruitful attempt to reach a scien- 
tific solution of an important problem. The variations in the 
proportion of the sun’s surface covered by spots have long been 
thought to have some connection with meteorological phenomena. 
Jevons thought that the average interval between maximum 
sunspot areas (about eleven years) coincided with the average 
interval between the important crises in England. The connec- 
tion between sunspots and crises, he thought, was through the 
effect of rainfall upon the crops (especially in tropical regions) 
and the influence of the crops upon the demand for British ex- 
ports and hence upon the prosperity of British industry. In 
various ways Jevons’ thesis has been found wanting. Since 1840, 
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for example, the average interval between the crises that have 
occurred in England has been no more than eight or nine years, 
while befoie 1840 the interval was exceedingly irregular. And 
an “average interval” of whatever length, it should be observed, 
does not necessarily indicate a recurring “period.” 

But the search for some joint periodic variation of business 
conditions and the weather continues, different findings have 
been announced by Professor H. S. Jevons (India), Sir William 
H. Beveridge (England), and Professor H. L. Moore (United 
States). There is little agreement among these different inves- 
tigators with respect to the length of the cycle. Nor do meteorol- 
ogists agree with respect to weather cycles, and it is by no means 
definitely established that periodic weather cycles occur. For 
the present at least, we must regard as not proven the thesis 
that the business cycle is a reflection of a climatic cycle. 

It would be absurd to conclude, however, that the weather and 
the crops have no effect on the condition of business. Farmers 
often regard a large (total) crop as a misfortune. The demand 
for agricultural products is so inelastic that a huge crop some- 
times sells for less in the aggregate than a small one. From the 
farmer’s point of view a “bumper crop” may mean overproduc- 
tion. Nevertheless good crops augment and poor crops diminish 
the prosperity of the general industrial and business activities 
of a country. When crops are large foods and raw materials cost 
less. Consumers can spend more money for other things. Poor 
crops diminish the earnings of the railroads and, in various 
ways, interfere with the .smooth working of the existing mechan- 
ism of business and industry. In the United States poor crops 
diminish the agricultural exports and may thu.s make it neces- 
sary to take gold from bank reserves to ship to other countries 
in payment for imports. Thus when business conditions are al- 
ready strained and the available supply of credit is nearly ex- 
hausted, a crop failure may help to precipitate a crisis at a time 
when large crops might have enabled busines.s men to enjoy a 
further period — another year perhaps — of prosperity. Consider- 
ations like these, it is probable, explain the observed fact that 
many of the more severe crises the United States has experienced 
have accompanied poor crops. But, on the other hand, not all 
crop failures have been attended by crises. It may be inferred, 
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therefore, that if it comes when other conditions are ripe, a crop 
failure may help to time a crisis. 

Banking and the Business Cycle. That the way the mechan- 
ism of banking operates has much to do with the cyclical oscilla- 
tions of business is scarcely open to doubt. Banks furnish an 
elastic supply of purchasing power, swelling in volume as business 
transactions increase and then — for the supply is elastic only up 
to a certain point — often enforcing a sudden halt to further 
expansion. 

The period of depression following a crisis is a period of 
liquidation. Business firms reduce their debts. The loans and 
the deposits of the bank decrease, and thus their reserve ratios 
increase. Furthermore, with low prices and a sluggish move- 
ment of trade, money that had been in hand-to-hand circulation 
collects in the banks. Low prices stimulate exports and 
discourage imports, so that a favorable turn of the balance of 
trade sometimes brings in gold from other countries. In such 
ways the reserve ratios of the banks are still further augmented. 
Low discount rates result, and make business undertakings more 
attractive. Bonds sell at good prices, so that the time is propi- 
tious for building new plants and for other undertakings requir- 
ing large permanent investments of capital. 

The money borrowed by business men is paid out in the form 
of the expense of production. It increases the money incomes 
of consumers, and comes back in the form of a demand for 
goods. Sales increase, and the low prices, which of themselves 
had had something to do with the revival of buying, are slowly 
advanced. The increasing volume of trade and the advancing 
price level both demand and support further advances by the 
banks. Consumers’ incomes continue to grow, their purchases 
continue to increase, prices and the volume of trade continue to 
rise. Thus the loans and discounts of the banks, together with 
their deposits, tend to increase in a cumulative way. 

But the growth of deposits diminishes reserve ratios; money is 
drawn out of reserves into hand-to-hand circulation; interest and 
discount rates rise; finally the higher level of prices, by attract- 
ing imports and impeding exports, may lead to an unfavorable 
turn of the balance of trade, so that gold may be exported. The 
diminishing bank reserves fix limits beyond which the expansion 
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of credit, and with it the expansion of business, cannot go. Even 
if no other unfavorable factor — such as a failure of the crops— 
intervenes, the tide of prosperity encounters an obstacle it cannot 
surmount. In fact, reserves arc likely to continue to decline 
for a while after the peak of expansion has been reached. This 
in itself would normally force a coutraction of bank credit, with 
results disastrous to business plans and projects. 

Important as the cyclical oscillations of bank credit are, how- 
ever, they do not suffice to explain the business cycle. Cheap 
supplies of credit help to give the stimulus that turns business 
upward, enabling it to pass from depression into the period of 
recovery. Exhausted supplies of credit, moreover, may bring 
prosperity to the end. But for tlic most part credit plays a pas- 
sive role. Its expansion follows rather than precedes the expan- 
sion of business. And even if the supply of credit were unlimited, 
business could not continue to expand indefinitely. The world’s 
recent experience with irredeemable paper money has proved 
once more that no amount of inllalion will carry business and 
industry up with it beyond a certain point. It operates like a 
drug, of which increasing iloses are required to keep vitality 
from sagging below its normal level. Inflation may delay but 
cannot prevent the inevitable collapse. 

The Cyclical Movement oj Profits, Costs, and Output. The 
prosperity of business firms is measured by the profits they make 
Profits depend upon the margin between the expenses of produc- 
ing goods and the prices at which they can be sold. The way in 
which prices and the expenses of production move in the business 
cycle, with reference to one another, is therefore a matter of 
prime significance. During the part of the business cycle char- 
acterized by rising prices, profits (in general) at first rise and 
then fall. 

Profits for a time increase more rapidly than prices, because 
the expense of producing goods does not increase so rapidly as 
prices. Some expenses are, for the time being, fixed-such as 
rents, interest on outstanding bonds, and various other classes 
of overhead costs. So long as wage-earners are not fully em- 
ployed, wages will increase more slowly than prices. The prices 
of raw materials, if the available supplies are large, may increase 
less than the prices of finished goods. And so long as the unem- 
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ployed funds of the banks are large, interest rates will remain 
relatively low. Just as long as profits continue to rise they 
will induce a continuing expansion of business undertakings, 
accompanied by larger borrowings from the banks. 

But profits cannot increase indefinitely. With labor fully em- 
ployed, higher wages have to be paid. And with full employ- 
ment, there is common testimony, labor loses in energy and 
efficiency. Moreover, many establishments, as their outputs 
approach the limits set by the capacities of their plants, find 
that their increased outputs are produced uneconomically. Con- 
gested factories, overtime and night work, crowded railways — 
these and other factors lead to increased expenses per unit of 
output, even in industries characterized in the long run by de- 
creasing expenses.^ Moreover, interest rates increase as bank 
loans expand — a factor which of itself diminishes the profits that 
can be made by employing borrowed money in business. In par- 
ticular, the fall in the prices of bonds, accompanying the rise 
of interest rates, puts difficulties in the way of undertaking ex- 
tensive additions to the existing equipment of industry. 

Finally, it must be observed, the supply of raw materials is 
elastic only within limits. In fact, the world supply of some im- 
portant materials — wool, hides, and rubber are examples — is for 
the time being fixed and inelastic. The output of many products 
of the farms and of the mines cannot be increased rapidly enough 
to keep pace with the expansion of business. The competition 
of industries for the limited supply of raw materials leads to 
rapid advances in their prices, and to corresponding increases 
in the prices of producing goods. The higher prices paid for 
raw materials, like the higher wages paid to labor and the higher 
interest rates paid for loans, do not, after a certain point has 
been reached, elicit a correspondingly larger supply. They come 
to be merely the means by which a relatively inelastic supply is 
distributed among competing industrial establishments. 

During the period of recovery and the early stages of the 
period of prosperity, business expansion is accompanied by a 
rapid increase of the physical product of industry (i. e. product 
measured in tons, yards, and so forth) as well as of prices. But 
in th e later stages of the period of prosperity, for reasons we 

^See Outlines of Economics, pp. 167-168, for a discussion of the economic prob- 
lems of such industries. 
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have just reviewed, prices arc likely to continue to rise, and 
even more rapidly than before, but the further increase of the 
physical product is likely to be small. The general condition of 
business thus becomes unhealthy. Advances in costs follow close- 
ly at the heels of advances of prices. Business men can count 
on further profits only if prices continue to advance so as to 
keep ahead of costs. Their activities tend to take more largely 
the character of speculative operations in a rising market. Con- 
ditions are then ripe for a crisis, for anything that puts a stop 
to the further advance of prices is sure to precipitate a collapse. 

Other Aspects oj the Business Cycle. The business cycle is 
attended with maladjustments in industry and in the general 
economic life of the nation. During its course different sorts of 
economic phenomena do not move upward and downward to- 
gether, in even procession. Some things lag behind others. These 
lags and the maladjustments they bring are among the worst 
features of the cycle. They show themselves, for example, in 
changes in the proportions in which incomes are distributed. 
Wages, salaries, and incomes from fixed investments lose in net 
purchasing power during the period in which prices are rising. 
The increase of business profits, on the other hand, is such that 
they come to constitute a greatly increased proportion of the 
country’s total income. 

Such changes in the apportionment of incomes among the dif- 
ferent classes in the community are unjust. Moreover, they are 
accompanied, inevitably, by changes in the demand for goods. 
The demand for luxuries, for example, is bound to increase faster 
than the demand for necessaries. Such changes in demand exert 
a cumulative pressure that puts strains upon the existing indus- 
trial structure. It is difficult, perhaps impossible, for entre- 
preneurs to readjust their plans and alter the productive equip- 
ment of the country rapidly enough to keep pace with the changes 
in the demand for goods. Not only in the market for finished 
goods, but in investments in production goods, as well, does the 
changing distribution of income have important effects. With 
rising prices some investors find that they can save less than they 
did before. But a new source of investment funds is available 
in the increasing profits of business undertakings. A large part 
of these surplus profits — over and above the amount paid out, in 
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dividends or otherwise, to the owners — does not seek the general 
investment market. More generally such surplus profits are 
“put back into the business.” The result is a tendency toward 
overinvestment in prosperous concerns, showing itself in over- 
expansion and overproduction — overproduction, at any rate, of 
factories, equipment, and other means of production. 

To a very considerable extent the increased earning capacity 
of business undertakings is “capitalized” in the form of the 
increased money values imputed to plants, good-will, franchises, 
and so forth. Established businesses, corporation shares, mines, 
farms, and so forth, are sold at high prices. Generally the pur- 
chase money is, in considerable part, borrowed, and the interest 
on loans becomes a fixed charge on the income of the newly 
acquired property. When prices and profits drop, the new hold- 
ers find these fixed charges a heavy and often an impossible 
burden. Such, in times past, was often the experience of corpo- 
rations that had bought or “reorganized” American railways. Such 
was, in 1921, the experience of farmers who had bought land 
at the high prices prevailing after the war. 

For wage earners business cycles have proved not to be unmixed 
evils. Though wages fall in a period of depression, the drop is 
rarely or never as great as the rise during the preceding period 
of prosperity. Wages, moreover, rarely fall so far as prices, so 
that the wage earner usually emerges from the business cycle with 
some net gain in the purchasing power of his money wages. In 
fact, a very large part of the net advance in the real wages of la- 
bor in the United States since the Civil War is accounted for 
by the gains thus achieved in the Greenback period, in subsequent 
business cycles, and in the period of inflation during and after the 
World War. It should not be inferred, however, that without 
either the business cycle or inflation (which is attended by phe- 
nomena very much like those of the business cycle) labor would 
have failed to make any part of the gains which, in actual fact, 
it has achieved by their help. 

But wage earners have paid a very heavy price for these gains. 
In the first place, the business cycle intensifies industrial strife 
and is responsible for no small part of it. When business pros- 
perity has been restored and production is expanding, labor holds 
the upper hand. It demands and is able to secure some of the 
income that otherwise would have been added to the profits of 
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employers. In the period of depression, however, employers 
recover some of their lost advantage, even though wages do not 
drop to their old level. This rapid shifting of the strategic posi- 
tions of employers and the resulting readjustment of wage con- 
tracts are attended with strikes (at one time to secure better 
wages or shot ter hours, at another to hold what has been secured) 
and with other forms of industrial conllict. During the period 
of prosperity collective bargaining and the closed shop usually 
gain ground; wdiile the period of depression offeis the best op- 
portunity for attempts by employers to w'caken the position of 
labor organizations. 

The larger part of the price w^age earners pay for whatever 
net gains they salvage from the business cycle is to found in 
unemployment. Cyclical unemployment is vastly more signifi- 
cant than the seasonal uneiniiloyment to which certain trades 
are subject. The magnitude of the problem of cyclical unem- 
ployment is suggested by the estimates reproduced in the accom- 
panying table, comparing conditions at the peak of prosperity in 
1920 and in the midst of depression a year later. 

Table i — Cvclic.m. Dicckeask of Emi'i.ovment in the 
United States: 1920-1921' 

TnousANDs or employlls in iuird ovarter ok the yejVR 


Percentage of 

Industry iqeo 1021 Decrease 


Agriculture 2,300 2,204 4-2 

Mining 1,120 944 15.7 

Building 1,600 1,415 11.6 

Transportation 3,420 2,865 Ui.a 

Manufacturing ii,370 8,460 25.6 


Seasonal imemployinent does not affect these figures, for in 
both cases they relate to the same months of the year. Facts 
like these speak for themselves. They show that the business 
cycle is an exceedingly serious malady of modern industrial life. 

A Summary View. The business cycle is a modern phenom- 
enon. A primitive tribe might pass through periods of famine 
and plenty, or a somewhat more advanced people experience 

)Ftom estimates by W, I, King, Employment, Hours, and Earnings in Pros- 
perity and Depression (Publications of the National Bureau of Economic Research, 
No. s), p. 30. And see below, pp. 48-S2. 
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both lean years and good, but these would not be business cycles. 
Modern business involves an elaborate system of production for 
a future market. The ultimate market — the outlet to consumers 
— is estimated. On the strength of the estimated size and char- 
acter of the market, a vast system of production is built up, held 
together largely by contracts — agreements to deliver, to buy or 
to sell, and to pay. The system of contracts is interdependent. 
One man’s failure to meet his obligations makes it more difficult 
for others to meet theirs. A crisis comes when the system of 
contracts breaks down, proving that mistakes have been made in 
estimating the quantity and character of the goods consumers 
will purchase at prices profitable to producers and dealers. 
Dealers find themselves overstocked and manufacturing estab- 
lishments find themselves overexpanded or overcapitalized. 

The theory that the business cycle is a correlate of a weather 
and crop cycle is not yet substantiated. Most students of the 
problem, moreover, have come to the conclusion that it is not 
necessary to seek an external cause. The business cycle, there 
is good reason to believe, is self-generating} Its explanation is 
not wholly to be found in the way in which the mechanism of 
credit and banking operates, although elastic supplies of credit 
are essential to business expansion, and although the sudden 
exhaustion of such supplies will in itself suffice to bring a period 
of expansion to an end. The recovery of business from a period 
of depression comes when there is some slack or surplus, not 
only in the supply of credit, but in the supplies of labor, of 
materials, and of the instruments of production as well. Sim- 
ilarly, with the expansion of business, shortages appear in these 
different fields as well as in the field of credit. Costs advance 
in such a way that a continually rising price level is necessary if 
business profits are to be maintained. If the supplies of credit 
were inexhaustible (as when irredeemable paper money is used) 
a specious appearance of prosperity might be preserved for some 
time. But sooner or later maladjustments, born in part of the 
redistribution of incomes, would bring it to an end. In practice 
the exhaustion of bank reserves often shortens the period of 
expansion, while other factors, such as crop failures, or crises 
in other countries, may exert an important influence. 

'See Business Cycles by Wesley C. Mitchell, especially Chapters X-XTV, for a 
detailed discussion of this subject. 



1 8 PROBLEMS IN BUSINESS ECONOMICS 

C. Duration of the Business Cycle 

Various generalizations have been made by students of busi- 
ness conditions concerning the duration of the economic cycle 
or the length of time which usually intervenes between crises or 
between industrial depressions. The assumption which has 
received the widest currency is that depressions occur at lo-year 
intervals. The proponents of the lo-year theory cite in support 
of their case the crises of 1837, i847. 1857, and again after the 
Civil War in the United States the crises of 1873, 1884, 1893, and 
1903. Another generalization is that crises, especially those of 
the last IS years, have occurred regularly at 7-year intervals. 
Thus it is pointed out that commercial crises came in this 
country in 1907, 1914, and 1920. 



It has not been proved, however, that the periods between 
crises have been of uniform duration, and, indeed, one of the 
most striking and significant things revealed by a careful study 
of business conditions over the past 50 years is the relatively 
short interval from depression to depression. 

Evidence concerning the frequency of business depressions — 
in addition to that furnished by the American Telephone and 
Telegraph Company’s Index, 1876-1923, shown in the frontis- 
piece — is offered by the course of commodity prices and money 
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rates since 1890. The intervals between successive commodity 
price troughs from 1892 to 1914 are, in months: 34, 26, 44, 44, 
43, 43, and 36. The intervals between the low points in money 
rates are harder to determine because of the pronounced seasonal 
influence, but a study of the movement of interest rates over the 
past quarter-century shows that periods of cheap money occurred 
in 1892, 1894-95, 1898, 1900-01, 1904, 1908-09, 1911, 1914-15. 
These statistical series are shown in the chart on tlie opposite page 
and below (Figmes 2a and 2b).^ 

The curve representing wholesale prices shows the average 
wholesale price of 10 commodities selected because, first, they 
are unusually sensitive to price changes and are not greatly 
affected by the, seasons and, second, they are of a varied nature 
and are important to the industrial life of the country.^ The 



Figure 2b: Money rates and commodity prices, 1906-1923 
curve representing rates on commercial paper shows the rate on 
60-90 day commercial paper in New York. These series reflect 
very clearly variations in business prosperity, and the most 

this chart the logarithmic or ratio scale is used. Consequently, equal per- 
centage changes in each series are represented by equal vertical distances and the 
differences in the violence of fluctuations of the two curves correspond exactly 
to the differences in percentage changes from minima to maxima in the two series. 

^The commodities are: cottonseed oil, coke, pig iron, bar iron, pig zinc, mess 
pork, hides, print cloths, sheetings, and worsted yarns. The prices of these com- 
modities all have similar major fluctuations. See “A Commodity Price Index of 
Business Cycles,” by Warren M. Persons and Eunice S. Coyle, Review, prel. vol. 3, 

pp. 353-369- 




20 


PROBLEilS IN BUSINESS ECONO:MICS 


noticeable feature of the curves is their cyclical movement. They, 
therefore, are well adapted for use in an index designed to show 
fluctuations in general business conditions. 

A second noticeable feature of the chart is the correspondence 
of the major wave movements of the two curves. Comparison of 
these movements shows, however, that the crests of the waves 
for interest rates appear to follow, in point of time, the high 
points for commodity prices. But a decision as to the precise 
relationship between the wave movements, or cyclical fluctua- 
tions, of interest rates and wholesale prices during periods of 
alternating prosperity and depression is made difficult by three 
disturbing influences: first, a substantial seasonal movement in 
interest rates during each year, by which the rates arc usually 
low in the summer and high in the autumn, thus tlisguising the 
cyclical movements; second, the effects of such unusual events 
as the free silver campaign of 1896, the outbreak of war with 
Spain in the spring of 1898, the declaration of war in Europe in 
July and August 1914. and the great inflation of prices during 
the war; and third, the diverse trends of the two series- — down- 
ward for interest rates and upward for commodity prices — for 
the whole period covered.' 

The movements of both of these important statistical series- 
commodity prices and money rates — support the conclusion that 
for 25 years preceding the war, periods of business depression 
occurred at intervals of approximately 3 or 4 years with one 
interval as short as 26 months. Business cycles have been of 
comparatively short duration. Furthermore, their length has not 
been sufficiently uniform to warrant the prediction of major or 
“cyclical” turns in business activity on the basis of a constant time 
interval between crises. Chapter 11 therefore considers the con- 
struction and interpretation of the Harvard Index Chart and the 
method of forecasting based upon the use of that chart. 

’Adapted from Interpretation of the Index of General Business Conditions, by 
Warren M. Persons. 



II 


FORECASTING BUSINESS CONDITIONS 

A. The Harvard Index Chart 

The Harvard Index Chart is derived from the industrial^ com- 
mercial, and financial statistics which ordinarily serve as a basis 
for executive judgments concerning the fundamental speculative, 
business, and banking situations; and each curve of the chart is 
concerned with one of the important markets which constitute 
present-day business. These are the speculative or stock market 
(curve A), the business or commodity market (curve B), and the 
banking or money market (curve C). Since there is an estab- 
lished time sequence in the movements of the speculative, busi- 
ness, and money markets which can be measured statistically 
and shown graphically on an index chart, such a chart can be 
used as a basis of forecasting business conditions. At the major 
turning points, when business is about to move out of the depres- 
sion phase of the business cycle and into the phase of recovery, 
or when crisis is impending and depression is in prospect, curve 
A (speculation) moves first, curve B (business) moves second, 
curve C (money) moves third. Thus there is an A-B-C sequence 
— speculation, business, money. 

These relationships appear in the index chart on page 22. 
Immediately following the armistice, curve B, measuring whole- 
sale prices and business activity, declined sharply while curve 
A, speculation, moved in a sidewise direction until March, when 
it turned abruptly upward, clearly signaling the tremendous 
business boom which began two months later. 

The persistent rise of curve C, money rates, and the equally 
persistent decline in curve A, speculation, both movements 
beginning in November, 1919, forecast that a decline in com- 
modity prices and business activity would be inaugurated by the 
summer of 1920.^ This downward movement of curve A, specu- 

^Such a forecast was published by the Harvard Committee in the Advance Letter 
on General Business Conditions, published February 7, igao, and subsequently in 
the Review, prel. vol, 2, p. 30. The Committee said : “The continued decline of 
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lation, "was particularly significant for Ihrco reasons. First, it 
represented a reversal in the direction of the trend of security 
prices after one of the most persistent and most spectacular ad- 
vances in stock prices on record. Second, it was accompanied by 
a pronounced advance in curve C, representing money rates. 
Third, curve B, business, showed that commodity prices and 
business activity were approaching unhealthy levels. 

The conclusions to be drawn from this combination of circum- 
stances were: first, that the downward movement of speculation, 
accompanied by advancing money rates, was the beginning of a 
major downward swing in security prices; and second, that the 
decline in speculation would be followed, after an interval, by a 
marked recession in commodity prices and industrial activity. 
Liquidation began in the spring in certain industries that were in 
the weakest position and by summer the unscttlement had become 
general.^ 

Early in 1921 the reversal of trend in money rates was fol- 
lowed first by increasing bond prices and in August, 1921, by 

curve A indicates a recession in commodity prices and business activity beginning 
between April and December. The probability is that the recession will take place 
early rather than late in the period named, because the intervals between the fluc- 
tuations appear to have become shorter since the war." The Committee had 
previously indicated that a check to the upward movement of commodity prices 
and business activity might be expected, and possibly a recession of prices. Ibid,, 
prel. vol. I, Monthly Supplement, December, 1919, p. 2. 

^See Report of the Joint Commission of Agrictdtural Inquiry, House Report 408, 
67th Congress, ist Session. 
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advancing stock prices, these movements indicating that business 
in general was soon to enter the recovery phase of a new cycle/ 
The pronounced advance in speculation, both movements begin- 
ning in the middle of 1921, clearly forecast that a period of sub- 
stantial business recovery and advancing prices would be in- 
augurated within a period of from six to ten months from the 
beginning of the upturn in curve A, speculation/ This forecast, 
like the pi'evious ones, was confirmed by actual market conditions 
as reflected by the upward movement of curve B, business, of 
the Index Chart early in 1922. 

Thus in interpreting the Index of General Business Conditions 
on which the Harvard University Committee on Economic Re- 
search bases its forecasts, there are three factors to consider: 

1. The direction of the movement of each curve in relation to 
the movements of other curves; 

2. The direction of the immediately preceding movements; 

3. The magnitude of such movements. 

These points are of basic significance in forecasting because they 
indicate the precise phase of the business cycle and the phase 
which is in prospect. 

B. Correction for Secular and Seasonal Influences 

The data used in the construction of the Index Chart are 
series of monthly items covering an extended period — that is, 
since 1903. Items pertaining to widely separated months or 
years cannot, however, be used in their crude form. 

Each monthly item of bank clearings, pig-iron production, 
interest rates, and the like, is a composite, the make-up of which 
depends on the year and season. That is, various elements 
contribute to make bank debits — for January, 1924, for instance 
— the precise total reported and account for the differences 
between that total and the total in January, 1919, or in other 
intervening months. In general the actual items result from the 
combination of four elements — secular, or long-time trend; sea- 
sonal variation; cyclical fluctuation; and a residual factor, which 
arises from unpredictable causes, such as war or strikes. Before 

^See chapter VI, below, p. 73. 

^See Letters, vol. i, p. 17, for the statement of this forecast. 
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the statistical series could be sorted into groups according to the 
times at which maximum or minimum points of the cyclical fluc- 
tuations were reached, it was necessary to devise methods for 
eliminating the seasonal influences and long-time movements, or 
“secular trend.” Such methods were first developed by Professor 
Warren M, Persons, and his methods have been generally fol- 
lowed by the other students of business cycles.' 

CORRECTION OF DATA FOR SEASONAL INFLUENCES 
AND SECUL.XR TREND " 

The object of correcting the actual data is to secure compar- 
able items that reveal the fluctuations of the business cycle. The 
need of eliminating secular trend and seasonal variation from 
statistical scries before attempting to employ them as indexes of 
business conditions, as well as the method used in such elimina- 
tion, may be made clear by a simple illustration. 

The purpose is to judge the significance of items for different 
dates. Take the production of pig iron in the United States at 
any three dates some distance apart. The tonnage of pig-iron 
production in the United States in March, 1904, was 1,447,000; 
the tonnage in February, 190S, was 1,077,000; while the tonnage 
in December, 1918, was 3,434,000. Wdiich one of these figures 
indicates the greatest relative activity in the iron industry? To 
answer this question one must take account of the fact that the 
country and the iron industry have grown in the interval from 
March, 1904, to December, 1918. It is obvious that if the 
growth were by equal monthly increments, a “normal” of 1,528,- 
000 tons in March, 1904, for instance, would not be normal in 
1908 or 1918. On the assumption of uniform growth the normal 
of February, 1908, would be 1,901,000 tons, and that of Decem- 
ber, 1918, would be 2,932,000 tons. The actual production fig- 
ures for the three months are 1,447,000 tons, 1,077,000 tons, and 
3 , 434 )000 tons, respectively. The ratios of the actual figures to 

“The detailed analysis by Professor Persons appears in his volume Indices of 
General Business Conditions, published by the Harvard University Committee on 
Economic Research. Professor Persons also contributed the chapter “Correlation 
Series,” in the Handbook of Mathematical Statistics, (Houghton- 
Mifflin Co.). A less technical explanation of his methods of correcting for trend 
and of calculating seasonal indexes appears in this volume, Chapter XI, p. 569. 

’Adapted from “The Index of General Business Conditions: A Non-Technical 
Explanation,’ by Professor Persons, Review, prel. vol. a, p. 39, 
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the corresponding “normal” figures are 95%, 57%, and 117%, 
respectively. Omitting the percentage signs, the figures just 
given are relatives of pig-iron production, so constructed, by the 
use of bases increasing with time, that the normal growth, or 
“secular trend,” is eliminated. This point is illustrated by Chart 
I of Figure 7, page 30, showing the monthly production of pig 
iron in the United States. The rise of the curve stands out 
clearly in spite of the irregularities of the actual figures. The 
secular trend is indicated by the straight line fitted to the curve. 

But there is another type of fluctuation which must be removed 
before the figures may be used as indexes of business conditions; 
those variations which are purely seasonal in character, which 
recur year after year as a consequence of the round of the 
seasons. If one assumes that the conditions of all the months of 
the year are alike, that there is no characteristic and recurrent 
variation which regularly differentiates the item for March from 
that for February or December, then he can legitimately com- 
pare the above-mentioned relatives — 95, 57, and 117. But the 
iron industry is seasonal in character. Just as a normal produc- 
tion for 1904 is not normal for 1918, so, within any year, a 
“normal” production for March is not normal for February or 
December. In fact, analysis of the figures for the period 1903- 
14 shows that if the average monthly production for any year 
be represented by 100, the production for March, February, and 
December would be represented by 106, 94, and 100, respec- 
tively. Consequently, the seasonal relatives 106, 94, and 100 
should be subtracted from the relatives of 95, 57, and 117, found 
above, in order to get significant figures for comparison. The 
differences are — ii, — 37, and -f-17. These differences are 
“percentage deviations of original items from secular trend cor- 
rected for seasonal variation.” ^ They are comparable with each 

’The Index of General Business Activity of the American Telephone and Tele- 
graph Company (frontispiece) is expressed in terms of “percentage deviations from 
secular trend corrected for seasonal variation.” So, also, is the Index of Trade for 
the United States, as developed by Professor Persons (Table C-I, p. 611). The Index 
of Trade is designed to give a view of the combined fluctuations of trade, transpor- 
tation, manufacturing activity, and industrial employment, month by month, since 
January, 1903, This index is based upon representative statistics, but certain 
data are not available throughout the entire period and others, being expressed in 
terms of dollars, do not accurately reflect fluctuations in the physical volume of 
trade since the war. Consequently, it has been necessary to use somewhat different 
selections of statistics for the intervals 1903-15, 1915-23, and all statistics expressed 
in terms of dollars have been exdnded Ance igis- Overlapping indexes have been 
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other, and thej' measure the relative activity (with respect to 
existing equipment) of the iron industry in March, 1904, Febru- 
ary, 1 90S, and December, 1918. The deviations reveal the 
depression in March, 1904, the deep depression of February, 
1908, and the great activity of December, 1918. 

The inilucncc of seasonal fluctuations is illustrated by Charts 

II and III of Figure 7, page 30. fn Chart 11 the heavy line 
shows the production of pig iron corrccteri for the long-time 
movement, as just explained, while the dotted line shows the 
seasonal variation in this industry. By subtracting the items 
of the seasonal curve from the corresponding items of the other 
curve, a curve is obtained which is corrected for seasonal varia- 
tion as well as for long-time movement, or secular trend. (Chart 

III of Figure 7.) It will be noticed that the resulting curve is 
smoother than the uncorrected curve. 

Some statistical scries were much more variable than others; 
that is, their upward and downward lluctuations were more fre- 
quent and more extensive. Railroad gross earnings lluctuated 
between lo'/o below and io'}o above normal; while the number 
of shares traded on the New York Stock Exchange fluctuated 
between 50% below and 60% above. Evidently a common 
measure of variability was needed, in terms of which each of the 
series might be expressed in such a manner as to make their fluc- 
tuations on the chart strictly comparable. The measure adopted 
was the “standard deviation” — ^the most widely used index of 
variability ,1 This is an average depending upon all of the items 
and varying directly with the “dispersion” or distribution of the 
items above and below their arithmetic average; the wider the 
dispersion of the items the greater is the standard deviation. By 
using the standard deviation a legitimate comparison can be made 
between such widely different series as pig-iron production and 
the in terest rates (Figure 6); its use obviates the arbitrary selcc- 

computed for lois and 1019, and the index based upon the revised selection of 
statistics m each case is shown as a dotted line on the chart. AH statistics utilized 
have been adjusted for long-time trend and seasonal influence. The resulting index, 
therefore, shows cyclical fluctuations in the physical volume of trade, transportation, 
manufacturing activity, and industrial employment combined. See Chapter XII, 
below, p. 610, and ’‘Index of Trade for the United States,” by Professor Persons, 
Review, prel. vol. 4, p. 70, 

1 PP' S99“6oo, for a brief explanation of the method of calcu- 

lating the standard deviation. 
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Figure 4; Revenue freight-car loadings 

tion of units — always a questionable procedure — for making 
graphic comparisons of series.^ 

The various series, expressed in terms of their standard devia- 
tions, were plotted on translucent paper so that they could be 
compared by placing one above the other. This comparison 
revealed the fact that the upward and downward movements of 
some series regularly lagged behind those of other series. The 

^See Chapter XI, pp. 569-601, and especially pages 584-585; if it is desired sim- 
ply to correct origmal figures for seasonal movements, simple division of the actual 
monthly data by the seasonal index for that month— serves the purpose admirably. 

The original data shown in Figure 4, above, reflect the seasonal influences 
clearly ; they are the monthly totals of car loadings for the principal descriptions of 
traffic. In tie case of coal and coke, the normal seasonal movement is obscured by 
the strike in 1922 and by the necessity of making up the shortage of fuel reserves in 
the early months of 1923. In 1919, 1920, and even in the depression year of 1921, 
the seasonal advance to a peak in October is plainly evident. In that month occur 
also the peaks in live-stock traffic and “merchandise, l.c.l, and miscellaneous” car 
loadings ; the last-named class includes the products of manufacturing industry, and 
regularly makes up about 60% of the total for each month. In addition, while the 
peak of car loadings of grain and grain products comes in August, the October 
figures are normally above the monthly average for the year. So, also, are October 
loadings of forest products, the month-to-month variations of which are, however, 
very irregular. In the case of iron ore, where the volume of traffic is affected by 
the conditions of navigation on the Great Lakes, the peak normally comes in 
August, although the drop toward the low levels of the winter does not become 
precipitate until after October. 

In order to bring into clearer focus the relationship of the business cycle to the 
volume of railroad traffic, the original figures for car loadings have been adjusted 
(Figure 5) to allow for seasonal influences, which obscure, though they do not 
hide, the cyclical movements. Even in Figure 4 the depressed condition of busi- 
ness in 1921, the recovery in 1922, and the prosperity in 1923 are apparent from an 
examination of each of the curves, except in the case of grain and grain products, 
which showed a decrease rather than an increase in 1923. The cyclical course of 
business becomes more evident, however, after corrections for seasonal influence 
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Figure Revenue freight-ear loadings (seasonal fluctuation eliminated) 
“lags” thus disclosed are illustrated by Figure 6. It is evident 
that the upward and downward movements of the solid curve 
(interest rates) come regularly later than tlie corresponding move- 
ments in the other curve (pig-iron production). 


C. Construction of the Harv..\rd Index Cii.art‘ 

The precise method of constructing the Index Chart will be 
understood by referring to the charts on pages 30 to 32 (Figures 
7 to 9), 

Charts I and IV present the actual figures for two series 
chosen for illustration — pig-iron production and interest rates. 
On the same charts appear two straight lines which represent the 
long-time movements of those series. 

have been made. In Figure s, on which the adjubted curves apiicar, the failure of 
loadings of grain and grain products to rchtmnd to tl)c tiusinew advance in iqaj is 
again apparent; the corrected grain loadings, like the uncorrected figures, liavc heen 
below those of a year previous. The general level of loadings of coal and coke in 
1923, when corrected, although lielow that for 1020, is conskleralily above that for 
igai. But the coal industry was still suffering from the readjuhtment following tlio 
high prices incident upon the strike of 1022, aiul normal reiutionship.s did not yet 
prevail. The curves for “merchandise, l.c.l., and miscellaneous” freight, forest 
products, and live stock, on the other hand, had risen to levels well above even 
those of the prosperous 12 months which came between the middle of iqig and the. 
middle of 1020, during the upswing of the last business cycle. The corrected curve 
for ore traffic — which had been at higher levels in 1923 than in any of the preceding 
years except 1920 — did not rise steeply until it felt the stimulus of the confident 
upward movement of business early in 1932. See “Railroad Traffic and the Busi- 
ness Cycle,” by the present writer, Railway Age, vol. 76, pp. 783, 883, and 987. 

’Adapted from Interpretation of the Index of General Business Conditions by 
Professor Persons. 
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Figure 8: Correction of interest rates 
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Charts II and V present the figures of the two series corrected 
for the long-time movements only. The usual seasonal move- 
ment of each series is shown by the broken line. 

Charts III and VI present the figures corrected for both long- 
time movements and seasonal influences. It is evident that the 
figures, thus corrected, reveal the cyclical fluctuations more 
clearly than do the crude data. 

Charts VII to IX present the corrected figures for the two 
series chosen for illustration, and ten others. It will be seen 
that the twelve series are sorted into three groups — group A, 
being given in Chart VII, group B in Chart VIII, and group 
C in Chart IX — according to the times at which maximum and 
minimum points of the series occur. Group A, consisting of 
series which fluctuate first, either upward or downward, are all 
series depending upon speculation; group B, consisting of series 
in which the fluctuations follow or lag behind, in point of time, 
the fluctuations of the speculative group, all have to do with 
business and industrial activity; group C, consisting of series 
whose fluctuations lag behind those of the business group, all 
have to do with banking conditions and the money market. 
The average of each group of series was then found, with the 
result of obtaining an average representing speculation, an aver- 
age representing business, and an average representing banking, 
during the period covered by the charts. In Chart X curves are 
shown representing these three averages, and in this manner an 
Index of General Business Conditions was obtained for the 



34 PROBLEMS IN BUSINESS EUONOMK'S 

period of 1903-14. The relationships which obtained between 
the three curves representing speculation, business, and banking, 
during the pre-war period, arc evident from the chart, the most 
significant for the purpose of forecasting being the order in time 
of the major movements. 


D. Interphet.\tion of thk H.\rv.\kd iNni'.x (Ti.xkt ' 

The logical and important relationshiii^ wliich exist in the 
movements of the three curves recorded on the pre-war Index 
Chart were indicated when the performance of the current Index 
Chart was examined earlier in this chapter. Fiist of all it is 
clear that there is an interval of several months between the 
movements of each of the three curves tit the critical or 
“cyclical” turning points. It is further evident that the.se major 
or “cyclical” turning points, whether upwtird or downward, al- 
ways come in the same order. The turning points in curve A, 
speculation, precede, either up or down, the, turning jtoints in 
curve B, business, by from six to ten months throughout the 
entire eleven years. Similarly the turning points in curve B, 
business, precede the turning points in curve C, nioiuy, from two 
to eight months. It is this regularity in the soriuence of the 
movements of the three curves which affords a logical and prac- 
tical basis for scientific business forecasting. At major turning 
points in the business cycle, therefore, curve A moves first, B 
second, C third — speculation, business, money. 

The recession in commodity prices and business activity, curve 
B, which began in March, 1903, had been forecast in the fall of 
1902 by the inauguration of a major downward movement in 
security prices accompanied by advancing money rates. The 
recovery of business which began in the late summer of 1904 
was anticipated by a reversal in the movements of the money 
and speculative curves of this chart. That is, the upward move- 
ment of speculation, curve A, and the downward movement of 
money rates, curve C, in the fall of 1903 were the signal that 
business would begin to revive within a period of from six to 
ten months. 

The sharp decline of curve A, speculation, which began in 

’Adapted from The Harvard Index oj General Business Conditions; Its Inter- 
pretation. 
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November, 1906, accompanied by high money rates, clearly 
anticipated by ten months the sharp break in commodity prices 
and business activity which was inaugurated in the fall of 1907. 
Again, the recovery, of business, which began in the early sum- 
mer of 1908 was preceded by a reversal in the trends of curves 
A and C, the upward movement of speculation and the down- 
ward movement of money rates which began at the very end of 
1907 providing a substantial basis for the forecast that within 
a period of from six to ten months business would begin to re- 
cover from the depression. Throughout the remainder of the 
period the same general relations continued to be maintained. 

It will be observed, also, that throughout the entire period of 
eleven years a progressive advance in business and commodity 
prices over a period of months, followed by a persistent rise in 
interest rates, was the forerunner of a decline in security prices; 
and that, after such a decline in security prices, a decline in busi- 
ness of several months’ duration (when followed by a decline in 
money rates) was the signal for a revival in speculative activity 
and advance in security prices. Thus it is clear from an exam- 
ination of the 1903-14 Index Chart that, if this index had been 
available at the time, the important changes of the eleven years 
which it covers could have been forecast with very great 
certainty.*- 

The post-war Index Chart (Figure 3) is based upon the same 
fundamental principles as underlie the construction of the pre- 

^See Letters, vol. 1, pp. 275-8 and especially the Letter of March 31, 1923, for 
brief discussion of the relationships between the money, commodity, and stock 
markets. By the end of March adjusted money rates had advanced the 
which had preceded every major downward movement of industrial stocks since 
1897. The rise of is measured from the latest recorded low point of rates, 

and this rise, to be significant, should occur during the revival and prosperity phases 
of the business cycle. 

The essential relationships are indicated in the table on page 36. This shows 
(o) the dates of the low points of adjusted commercial paper rates during business 
cycles of the last 23 years, and the subsequent dates (6) when a rise of at least 
was registered, and (cl when a major decline in industrial stock prices began. 

It is evident from the table that, during the past 23 years, an increase of 1%% 
occurring during periods of rising industrial stock prices has forecast periocb of 
decline in these prices ; but it is also evident that such a rise does not indicate an 
immediate downward turn of the stock market. Since intervals varying from 2 
months to more than a year have intervened between such a rise of interest rates 
and the beginning of a major downward movement, the present increase of some- 
what more than indicates that the upward movement of the general average 
of stock prices has about culminated, but does not enable one to forecast the date 
of the beginning of a major downward movement. Letters, vol. 2, p. 86. 

(Footnote continued on page 36) 
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war chart explained in ihe preceding pagesd The principles of 
interpretation are therefore (he ■-aine.^ 


E. Tiik Harvard In’dkx axd thk T\’mviDr\L Business 


Commodity prices never move with even front.'* Neither do 
all industries or individual business enterprises respond at the 
same identical time to changes in fundamental economic condi- 
tion. It is, therefore, obviously desirable to make due allowance 
for important deviations in the operations of an individual busi- 
ness from the movements of general business as shown by the 
Harvard curve B. 
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'In the cases ol commodity prices awl money rates, new data were available, 
and a novel and effective device for eliminutiii); sccnliir trend (aitd yet preserving 
the cyclical fliictiKUlons) was developed. The statistical series utilized in the con- 
struction of the post-war Index Chart— buck tlcliits, stock prices, commodity prices, 
money rates— arc all expressed in terms of dollars. Curve A, speculation, i.s based 
upon New York bank debits and industrial stock price.s; curve B, business, upon 
outside bank debits and commodity prices; and curve C, upon commercial paper 
rates. "Other loans” (chiefly commercial) of reportioR member banks of the Fed- 
eral Reserve System have become available only since 1921, and there is not, as yet, 
sufficient evidence of the persistent similarity of their fluctuations with those of 


^See page 57 /or Footnotes 2 and j. 
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The difference between the timing of the cyclical changes of 
prices is well illustrated by the price movements of three impor- 
tant commodities, which the Harvard Committee has studied; 
cotton, hides and paper. While the prices of both raw cotton 
and cotton goods move with the business curve (B), paper 
prices lag, whereas hide prices anticipate the cyclical movements 
of general business. 

The commodity price chart shown in Figure 2 (pages 18 and 
19) traces the movements of an index constructed from the prices 
of commodities which move in sympathy with general business. 
The major swings of this price index are also of relatively large 
amplitude; cyclical declines in the index are precipitate and the 

money rates to warrant inclusion in curve C. Sales on the New York Stock 
Exchange have been excluded from the speculative group for two reasons; first, the 
series is not in price terms and, second, its movements are much more irregular than 
those of the other series utilized. See Letters, vol. 2, pages i37-r40, and “The 
Revised Index of General Business Conditions,” by Professor Persons; Review, 
prel. vol. s, P- 1S7. 

^See reference on page 36. 

“The Pre-War Indexes of General Business Conditions,” by W. L. Crum, Review, 
vol. 6, p. 16. 

Thus, in 1920, when it was necessary to determine the interval which was likely 
to intervene between the upward movement of money rates and the downward 
movement of security prices on the one hand and a major decline in commodity 
prices and business activity on the other, similar business situations during the 
period 1903-14 were examined. For e.xample, a close correspondence between the 
relationships of the curves of the Index Chart in late 1919, and early 1920, and 
similar situations during the ii years preceding the war jg revealed on the test- 
period Index Chart in the fall of 1902, the fall of 1906, tlie late summer of 1909, 
and in the early winter of 1912, See Review, prel. vol. 2, p. 30. 

^See reference on page 36. 

See Report of the Joint Commission of Agricultural Inquiry, Part I, Chapter V, 
“The Break in Prices in Different Countries and Industries,” and especially the 
folded table (E-2) of prices at p. 60. This table shows that the liquidation of 
1919-20 was inaugurated by declines in the prices of hogs and live stock in tlie 
middle of 1919, and extended to the metals in the early spring of 1920. The price 
of refined petroleum did not break until February, 1921, and of anthracite coal, 
the last important commodity to decline, until April, 1921. 

^See Letters, vol. 1, p. 5 and vol. 2, p. 72 (hides and leather) ; vol. i, pp. 113 and 
219 (cotton) ; vol. i, p. 219 and vol. 2, p. 44 (paper); also vol. i, p. 173 (wool), 
and vol. 3, p, rs (iron and steel), and “The Iron and Steel Industry during Business 
Cycles,” by Professor Persons, Review, prel. vol. 3, p. 378; “Pig Iron and Scrap 
Prices during Business Cycles,” by O W. Blackett, Ibid, prel. vol. 3, p. 272; “Raw- 
Silk Prices and the Business (iycle,” by Eunice S. Coyle; Ibid,, vol. 6, p. 22 

In The Problem of Business Forecasting (vol. 6 of the Poliak Foundation Pub- 
lications) , which is made up of papers presented at the 85th Annual Meeting of the 
American Statistical Association (1923), are important chapters on business fore- 
casting in particular industries; “Forecasting Automobile Production,” by Ray B. 
Prescott; “Forecasting Building Construction,” by W, C. Clark; “Forecasting 
Petroleum Production,” by Joseph E. Pogue; and “Forecasting Railway Traffic,” 
by David Friday and I. E. Peabody. There is also a chapter “Relating Manu- 
facturing Policy to the Business Cycle,” by L. D. H. Weld. 
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recoveries sharp.' Other commodities respond sluggishly to the 
influence of the business cycle and their price swings show a 
relatively narrow amplitude. Obviously the business man who 
operates in a market where the price movements are both rapid 
and of large amplitude, as arc those of the commodities used in 
the construction of the ten-commodity index of the Harvard 
Committee, is especially concerned with the probable course of 
the business cycle. 

Most of the cases presented in this book are concerned with 
the problems arising out of the relationships of an individual 
business to the business cycle. In not a few instances they illus- 
trate the difficulties (and temptations) which business men face 
in a period of active business. Failure to consider adequately 
the cyclical nature of prices and business activity in 1919-20 
accounted for the difficulties of most concerns which encountered 
serious trouble during the subsequent deflation and depression.^ 
Typical business problems are presented in Part 11 of this book.® 

The economic princi|flcs drawn from the stutiy of bu.siness 
cycles have also been used in the development of budgets and 
other systems of financial and operating control. In Chapter VII 
is presented a discussion by a business man who has applied the 
methods of statistical analysis explained in this chapter to the 
problem of forecasting the sales of his own enterprise.'* A large 
number of business men undoubtedly would discover, through 
investigation, that the activity of their business corresponds 
approximately with the movements of the Harvard "B” line, al- 
though some would find that their business precedes curve B or 
lags behind it by varying intervals. The raethotl of making such 
a comparison is explained in Part III. 

Table B-I, p. 606. 

^Sec also Business Cycles and UnemploymetU, Report and Rerommendntions of a 
Comrailtee of the President’s Conference on Kinploynicnt, (March j, loa.p, pp. 1-7. 

*On the general subject matter of this chapter see especially Balbo.t Fisheries 
(overexpansion at peak) p. too; Ormiston Motor Cur tlomininy (promotion at 
peak) p, 130; Allagash Shoe Company (con.servalive piircliasing at pe.ak) p. aS;; 
Thompson Refineries (enforcement of customers’ contracts) p. 46s; Waite Adver- 
tising Agency (credit risk) p. 491. 

’’“The Control of an Industty in the Business Cycle," by Howard Coonley, 
reprinted from the Harvard Business Review, vol. 1, p. 383. An earlier discussion 
of the same general problem is "Management and the Business Cycle,” by Henry S. 
Dennison, Journal 0] the American Statistical Association, vol. iS, p, 20. See also 
"The Organization of a Statistical Department,” by Marion B. Folsom, Harvard 
Business Review, vol. 2, p. 178. 
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CYCLICAL VARIATIONS IN THE VOLUME OF MANU- 
FACTURING AND MINING; EMPLOYMENT 
AND UNEMPLOYMENT 

A. Manufactuee*^ 

The monthly records of manufacturing output show better 
than any other data the real nature of cyclical changes in the 
volume of production. In the first place, agricultural data are 
inadequate because agricultural production assumes a yearly 
form, and records available only at yearly intervals do not give 
a clear picture of the character of the business cycle. During a 
single year business may pass through at least two distinct phases 
of the cycle. The opening of the year may find industry pro- 
ceeding at top speed, and the close of the same year find it 
staggering into depression. A total or average for the year will 
disclose neither of these conditions. True, a general notion of 
ups and downs in the physical volume of production may be 
gathered from annual data, but the details of the picture are lost. 
Returns for shorter periods are necessary. Quarterly data hardly 
go far enough in this direction; weekly data go farther than is 
necessary. Monthly data effect a satisfactory compromise and 
serve to throw all features of the business cycle into bold relief. 
From the nature of the case, then, data on agricultural produc- 
tion will not suffice. To secure monthly data, resort must be 
had to the records of manufacture and mining. 

Records of manufacturing output have the further advantage 
— an advantage which they hold over the data of mining as well 
as agriculture — of affordmg a recapitulation of the results of pro- 
duction in modern economic life. Practically all consumption 
goods, with the obvious exception of such things as whole milk 
and fresh vegetables, pass at one stage or another through the 
factory. Furthermore, the manifold items of industrial plant and 
equipment are all fabricated. In fact, in manufacture a cross- 

'Adapted from an article by Professor Edmund E. Day, Review, prd. vol, g, p. 30. 
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section is had of practically all important lines of production. 
Agriculture, mining, foie.stry may be said to provide the raw 
materials which in manufacture are brought together and either 
directly or indiiectly adajited for human con.^mmption. Manu- 
facturing recoids thu^ provide an almost complete picture of 
changes in the volume of production. 

Some of the most hignificant aspects of nuctuations in the 
volume of manufacture are revealetl by com]iarisons of these 
fluctuations with the movements of other elements of the cycle. 
For example, the volume of trading and the vidume of consump- 
tion both ap|iear to lluctuate within narrower limits than the 
volume of manufacture. If ;i relationship of this suit is definitely 
established in the cour.se of further investigation, fundamental 
elements in the physical character of the cycle will appear. It 
will then be evident that in the course of the cycle there are 
periods in which manufacture proceeds more raindly than con- 
sumption-periods in which, in other words, suiiply is bound 
ultimately to outiun demand at current prices, with the inevitable 
consequence of iirice readjustment. C'onveisely, there are other 
phases of the cycle in which production fall', sliort of current 
consumption, with the result that stocks are depleted, demand 
exceeds supply at current prices and an upward tendency of prices 
in time develops. Influences of this .sort, at work in the business 
cycle, should be carefully diagnosed. It is not the purpose of this 
study to undertake a comparison of fluctuations of the volume of 
manufacture with all the other important elements of the business 
cycle, not even with those which, like the volume of trade, are of 
a physical character. It is hoped, however, to effiict an accurate 
measurement of the cyclical fluctuations of the volume of manu- 
facture as a first step in the subsequent comparison of such fluc- 
tuations with other related faclor.s. 

Further significant features of changes in the volume of manu- 
facture are to be found in the differences of these changes from 
one industry to another. Fluctuations in the production of pig 
iron are quite different from those in the manufacture of news- 
print. Goods which relate to industrial apparatus show a vari- 
ation quite unlike that displayed by goods turned out for imme- 
diate consumption. Differences appear both in the amplitude 
and in the timing of the fluctuations.^ 

'For the charts illustrating this condition see Letters, vol. i, p. 303. 
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Since the purpose of the investigation is a better understanding 
of the cyclical fluctuations of the volume of manufacture, the 
analysis has to separate these fluctuations from the other type of 
variation ordinarily embodied in time series. Three varieties of 
movement appear in practically all the data with which the 
analysis has to deal: long-time movements, or trends, reflecting 
the persistent growth or decadence — the rise or fall — of the 
factors in question; seasonal variation corresponding to the 
favorable and unfavorable influences of the succeeding periods of 
the year and the variable lengths of the several calendar months ; 
and cyclical fluctuations manifesting the successive phases of the 
general business cycle. The first two of these have to be mea- 
sured and eliminated. In general, this object is accomplished by 
the means developed by Professor Persons and explained in full 
in the January and April, 1919, numbers of the Review} Once 
the trends and seasonal movements have been eliminated, 
“adjusted relatives” are obtained which register the cyclical fluc- 
tuations of the series in percentages of “normal.” Subsequently, 
these adjusted relatives are combined in significant groups in 
constructing the indexes of the physical volume of production 
explained in the September, 1920, January, 1921, issues of the 
Review. The final result of the analysis is a monthly adjusted 
index of the volume of manufacture for all lines combined.^ 

^Reprinted as Indices of General Business Conditions; see also, Chapter XI, 
p. 569- 

^This has been appearing once a month since March, 1922, in the weekly Letters 
of the Harvard Economic Service. In preparing the index for Professor Day’s 
paper, however, numerous slight revisions have been made. Though these affect 
appreciably some of the series of adjusted relatives, they result in no material 
change in the adjusted index. 

In the Special Letter published under date of September 23, J921, an “unad- 
justed” monthly index of the volume of manufacture was presented. In the con- 
struction of this index no attempt was made to eliminate the effects of trends and 
seasonal movements ; the volume of manufacture each month was expressed simply 
as a percentage of the 1919 monthly average. The methods followed were in generi 
identical with those employed in developing the annual unadjusted index of the 
physical volume of production. (See Review, prel. vol. 2, p. 309.) 

The unadjusted index has not been regularly published by the Harvard Com- 
mittee since the adjusted index became available for the reason that an unadjusted 
index is less serviceable than an adjusted in the study of the business cycle. Never- 
theless, an unadjusted index has its uses. It affords a picture of relative changes 
from whatever source derived and has the further advantage of being more nearly 
comparable with certain other data commonly used in business analysis. 

Regular publication of the unadjusted index has not seemed necessary for 
another reason; the index has been widely copied and, with unimportant modi- 
fication, is now currently available in a number of other publications. Perhaps the 
most accessible of these is the Federal Reserve Bulletin. The bulletin first presented 
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Since the adjusted relatives and indexes all state production as 
percentages of ‘‘normal.’' a clear idea of the meaning of “normal” 
is a prerequisite to thorough understanding of the analysis. In 
general, ‘‘normal” conditions are those which would prevail if the 
busine.ss cycle were eliminated and all sporadic and irregular 
factors — .such as strike.s — entirely avoided. ICven under these 
conditions, there would be room for substantial changes in the 
volume of manufacture over the years, for long-time tendencies 
of growth or decadence, and short-time influences of a seasonal 
character would still be operative. “Xormal” is a composite of 
trend and seasonal variation. The net effect of the busine.ss cycle 
is to carry conditions in any line of industry now above, now 
below, normal. In brief, ‘‘normal” is neither the animation of 
high prosperity and the subseciuent boom, nor the lethargy of 
deep depression and the first stages of recovery. Rather it is a 
middle condition above and below which the fluctuations of the 
busine.ss cycle take place.' 

Cyclical fluctuations of the volume of manufacture vary widely, 
not only among the different industries, but among different 
groups of industries. Thus, industries producing basic materials 
for further fabrication exhibit fluctuations differing distinctly, 

an unadjusted index of the volume of manufacture in its issue of March, 1022. 
Except for the inclusion of a few additional seric.s. the index is practically identical 
with that published in the Committee’s Letters of September J.r, igsi, October 22, 
1921, and so forth. 

More recently, in the issue of January, 1923, the [''edinil Krserve BuHelin has 
published an “inde.x of the volume of production in basic industries.” The index 
is uncorrected for trend, the relatives heinp referred to the base of the monthly 
average of 1919. It is ndjuslcd, however, for soastmai variation, by a method which 
differs from that employeel by the Committee, furthermore, it i.s unlike the 
indexes of the volume of manufacture in that a mimher of mining series are 
included. Despite these differences, tlie index observes closely the precedents set in 
the earlier publiaitions of the Harvard Committee, both in the materials utilized 
and the methods followed. 

’The Committee has defined "normal” us a condition which is neither a boom 
nor a depression, but a period of active business. Manufacturing activity is con- 
sidered normal when it strikes an average between good and tiad yeur.s over a long 
period, after allowance has been ma<te for liolh seasonal and growUi factors. Thus, 
manufacture is normal when tiie index stands at 100 or very near it. In the post- 
war period the index has risen as high as 117 and has fallen as low os 72. The 
latter figure indicates a depression; the former figure, if sustained for some time, 
a boorn. Extreme fluctuations below the normal line liave been greater than those 
above it, The normal level of the volume of manufacture represents something like 
7S% to 80% of capacity; but capacity production is seldom, if ever, attained. 
Even in March and May of 1923, when manufacturing output was 17% above 
normal, a further expansion might have taken place if demand liad liecn sufficiently 
intense. Letters, vol. 3, p. 39. 
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Figure ii: Adjusted Index of the Volume of Manufacture: Basic materials and 
consumption goods (Normal = loo) 

both in amplitude and in timing, from industries producing goods 
for immediate consumption. Still other differences are shown by 
industries producing apparatus and equipment for manufacturing 
enterprise, industries producing materials for buildings and plant, 
and industries producing materials for the packing and conveying 
of goods — that is, industries having to do with transportation and 
trade. It is to be hoped that in time the characteristics of each 
of these important groups of industries may be subjected to 
careful analysis. For the present, however, it is impossible to 
construct indexes for all of the groups. Nevertheless, it is entirely 
feasible to set up indexes registering fluctuations in the volume of 
manufacture of (i) basic materials; (2) consumption goods. 

These indexes for larger groups of manufacturing industries 
are obtained by combining (in the form of a weighted arithmetic 
mean) the appropriate series of adjusted relatives. The weight- 
ing of the several different series is on the basis of “values added” 
as reported in the 1919 Census of Manufactures. 

The indexes for basic materials and consumption goods are 
given graphically in Figure ii on this page.^ The two adjusted 
indexes show interesting differences. The index for consumption 
goods is more uneven in its course, but seems to fluctuate within 
narrower limits. Furthermore in 1921 it registered an upward 
movement earlier than did the index for basic materials. These 
contrasts cannot be viewed as definitive until the indexes have 
been broadened somewhat and observed for a longer period of 
time, but they suggest differences in the fluctuations of manufac- 
ture which would seem to possess unusual significance. 

'^See Table D-I, Chapter XII, pp. 617-618 for tables of indexes. 
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The general index for all lines of manufacture is obtained by 
combining the adjusted indexes for basic materials and con- 
sumption goods with the adjusted relatives for pig-iron produc- 
tion, each of the adjusted indexes being given a weight of two, 
and pig-iron production a weight of one, in the combined index. 
Pig-iron production is included partly because numerous studies 
have shown the series to be a remarkably dependable index of 
industrial activity, partly because there are reasons for believing 
that pig-iron production registers with considerable accuracy 
fluctuations in the volume of production of industrial apparatus 
and equipment. The adjusted index set up in this fashion is 
shown in Figure 12, 



Figure 12: Adjusted Index of Volume of Manufacture (Normal = 100) 


The index shows clearly the cycle through which manufacture 
has passed in the United States since January, 1919. The slight 
reaction following the signing of the armistice gave way by the 
middle of 1919 to an upward movement which, despite the coal 
and steel strikes of the fall of 1919, rose rapidly to a peak in the 
spring of 1920. Thereafter, notwithstanding substantial differ- 
ences in the situation from industry to industry, there was a gen- 
eral retreat which by the fall of 1920 had developed into a rout- 
industrial output, considering all lines together, reached its mini- 
mum in May-July, 1921.' Since that date there has been a strong 
upward movement. Despite the retarding effects of the coal and 
railroad strikes of 1922, this upward movement had carried the 

^It is to be noted that the rise of the index above normal in 1920 was not as 
great as its fall below normal in 1921. Clearly, the possibility of expanding pro- 
duction quickly is not as great as the possibility of contracting Expansion 
encounters physical limits of a definite sort. Limits upon contraction, upon the 
other hand, are not so much physical as economic in character. 
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volume of production back to normal by the fall of 1922, and gave 
promise of carrying it still further in the course of the next few 
months. 

It should not be assumed that the volume of manufacture bears 
any simple and direct relationship to the extent of prosperity. 
True, it is safer to infer that when business is prosperous the 
volume of manufacture will be above normal, and when industry 
is depressed the volume of manufacture below normal. But it 
cannot be assumed that a substantial and increasing volume of 
manufacture invariably means a betterment of business condi- 
tions. Producers have sometimes to choose between closing down 
and accepting the consequent disruption of their working organi- 
zations, or of continuing operations at a temporary loss in order 
to keep skeleton organizations intact. The latter course may 
appear to be the lesser of two evils; and, as a result, a substantial 
volume of manufacture may emerge even when margins of profit 
are still so slight as to be intolerable over any extended period of 
time. 

Similarly, costs may rise so high during a boom period as to 
take most of the profit out of a large volume of business. At 
both extremes of the business cycle there should be caution 
against reasoning hastily from the volume of manufacture to the 
degree of prosperity in manufacturing. There is much signifi- 
cance in the fluctuations of the volume of manufacture, but the 
significance is by no means simple and self-evident. 

Analysis of changes in the volume of manufacture really is but 
one part of a more general study of the stresses and strains which 
occur in the industrial mechanism, as one phase of the business 
cycle gives way to another. Some of these stresses are of a 
financial character, others of a purely physical sort. The problem 
is to analyze them in all their interrelations. 

In this analysis the monthly adjusted index of the volume of 
manufacture may be made to render valuable aid. Doubtless the 
index should be extended to include lines of manufacture not yet 
adequately represented; doubtless, too, constant effort should be 
made to increase the accuracy of the trends and seasonal factors 
upon which the index is based. But the index in its present form 
is a valuable instrument of cycle analysis. It is a dependable 
barometer of cyclical fluctuations in the volume of manufacture. 
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B. Mining* 


The Harvard Index of the Volume of Mining is based on the 
same conception of “normal” as is the adjusted Index of the 
Volume of Manufacture. The two main groups which make up 
the index arc fuels and metals. Adjustment for .seasonal move- 
ment has been made for the fuel group and for iron ore and copper, 
but not for the remaining metals." The fuels include anthracite 
coal, bituminous coal, and petroleum. The metals include copper, 
iron ore, zinc, and silver. The group indexes beginning with Janu- 
ar}'’, 1919, are given in Chapter XII. 
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Figure 13: Adjusted Inde'c tor the Output of Metals and Fuels, monthly, iqk). 
1023 (Normal 100) 


During the first eight months of 1922, the mining index was 
much influenced by developments in the coal industry. The rapid 
rise during February and March, 1922, resulted from a great 
increase in coal production preceding the strike on April i . Then 
for the next five months, when no anthracite coal was being pro- 
duced and only one-half the normal volume of bituminous, the 
index was much depressed. After September, however, the Index 
of the Volume of Mining moved very closely with the Index of 
the Volume of Manufacture, 

The metals, more seriously affected by the depression than were 
the fuels, did not get back to normal until January, 1923, The 
slown ess of the recovery was due in no small part to unsettled 

The methods used and the data eraploy'cd in the construction of this index are 
explained by Miss Elizabeth Boody, in the Review, vol, 6, p. 77, 

^Seasonal variation in the production of zinc and silver is slight and data are 
not adequate to make adjustment for it possible. 
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conditions in Europe, since in normal times a large proportion of 
the metal products of the United States is exported. 


C. Cyclical Variation in Employment 

During the depression of 1921 the problem of unemployment 
attracted an unusual amount of attention. The President, Mr. 
Harding, called a conference on unemployment in September, 
1921, and a distinguished committee of that conference (of which 
Mr. Owen D. Young was chairman) subsequently published 
(March i, 1923) a report, with recommendations, on Business 
Cycles and Unemployment} Previously, Professor William A. 



Figure 14: Adjusted Indexes of the Volume of Mining and the Volume of Trade, 
monthly, 1919-1923 (Normal = loo) 


Berridge had developed an index of employment for the Harvard 
Committee; this has since been revised by him for the post-war 
period.^ More recently the Federal Reserve Board has published 
an Index of Employment in Manufacturing Industries and an 
Index of the Labor Market which were prepared under his 
direction. The latter index makes use of the statistics published 
by the states of Massachusetts, Illinois, New York, Ohio, Pennsyl- 
vania, and Wisconsin which show the number of jobs offered, and 
the number of applicants for these jobs. The index as published 
is based on the ratio of these two series for each state, month-by- 

This is the title also of the more elaborate report prepared for the use of the 
Committee by the National Bureau of Economic Research, Inc., under the direction 
of Professor Wesley C. Mitchell, and published by McGraw-Hill. An outline of 
that volume appears at p. 24 of the Committee Report. It contains a chapter by 
Professor Berridge, which draws upon his article “Employment and the Business 
Cycle,” published in the Review, prel. vol. 4, p. 12, and upon his Poliak Foundation 
Prize Essay, Cycles of Unemployment, Houghton-MifBin Co. 

2 ‘Tndustrial Employment in the Present Business Cycle,” Review, prel. vol. S, 
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month/ It is corrected for seasonal variation. In presenting 
the Index of Employment the Federal Reserve Bulletin said; 

Changes in employment arc an important factor in indicating and 
measuring trends in the husines.s situation, and accurate information as 
to the extent of employment or unemployment throws much light upon 
current economic conditions that cannot be readily obtained from other 
facts. Monthly fluctuations of employment indicate indirectly changes 
in the physical volume of goods being produceil and al.«o, because of 
the relation between employment and pay-rolls, show the changes in 
the income and buying power of wage earner.s. An index of employ- 
ment, therefore, measures in some degree both current productive activ- 
ity and the purchasing power of a large body of consumers. In analyz- 
ing and interpreting banking developments such an index is useful be- 
cause it has a bearing upon the character and sources of the demand 
for credit and upon the demand for currency to meet pay-roll - 

D. Empi-oy.mknt, Pricks, and PRomicTioN ’ 

Some interesting economic relationships are disclosed in Figure 
IS where the Harvard Index of the \'olumo of Manufacture and 
the Wholesale Price Index of the United Sttile.s lUirean of Labor 
Statistics are compared with the employment inde.x. As one 
would naturally expect, the fluctuations of employment show 
great similarity to those of production and prices at many points; 
but at others there are marked discrepancies. Similarities and 
discrepancies are both significant. 

“‘In periods of increasing induslrial activity, employers seek to expand their 
operations and offer jobs in greater numiicrs, and hence the mimerator of this ratio 
rises. At such times the denominator falls, because workers either are mostly 
employed or are able to fmd positions with ease without need of applying to the 
employment offices. Convcrecly, in a time of business ilepression the scarcity of 
jobs brings about a decline in ttic numerator and the (ilcthora of appliainis causes 
a rise in the denominator, witli u resulting rapid diminution of the ratio between 
the two. Thus the value of the ratio tends to v.ary in cither direction through a 
wider range than cither of its terms and is therefore u more sensitive barometer of 
cyclical changes than either variable taken separately. On the other hand, the ratio 
is less susceptible to i t f i 11 i lions than either of its terms, wliich fluc- 
tuate violently from numth-to- month because of inconsistencies in the original 
dale, such ns the varying use of four- and five-week periods as representing the 
month. Where these inconsistendes ate found alike in numerator and denominator 
they are eliminated. Finally it tends to lessen the influence of long-time growth, 
which is likely to affect the numerator and denominator in nearly equal degree." 
Federal Reserve Bvllclm, vol. lo, p. 84. 

^Federal Reserve Bulletin, vol. 9, p. isja. 

3‘Tndustrial Employment in tlie Present Business Cycle," by William A. Berridge, 
Review, prel. vol. Si P- 297- See also Employment, Routs and Earnings in Pros- 
perity and Depression, by W. I. King, published by the National Bureau of Eco- 
nomic Research, Inc. 
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Until March, 1920, the movements of employment, production, 
and wholesale prices followed much the same course. Then, for 
two to four months, employment behaved like prices, which still 
remained strong and encouraged manufacturers to hold and even 
to try to increase their labor force; though prices rose 2^ times 
as far above the 1919 level as did employment. Production began 
to diminish in April, 1920, partly because of labor and transport 
difficulties, and partly because of steadily diminishing efficiency 
of labor in the latter part of the boom period. From July, 1920, 
to July, 1921, when the bottom had dropped out of the market, 
all three curves were alike once more, except in level; prices 
again were extreme, falling to a point more than 30% below 1919; 
production dropped to more than 25%, and employment more 
than 20%, below their respective 1919 averages. 

After the middle of 1921 the similarity was less close. Prices 
advanced only about 10 points, or about 16% of the low level, 
employment barely 25, but production almost 50%. In other 
words, the three indexes at the middle of 1923 stood approximately 
as follows, compared with the respective 1919 averages: prices, 



Figure is; Indexes of Industrial Employment, Production, and Prices (Employ- 
ment and prices: igig average = 100; Production: Normal = 100) 
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20<fo below; employment, 2 or 3',^ below; production, 10 above. 

Production and employment have both advanced, in general, 
for the past two years, but the latter at a much slower rate."^ 
Undoubtedly, there would now be a greater volume of employ- 
ment in manufacturing industric.'^ if prices had advanced more 
decisively; they have barely regained one-fifth of the vertical 
distance back toward their X920 peak. Sluggish prices naturally 
lessen the ardor of the employer for hiring more workers. On 
the other hand, no employer can afford to hold out forever for 
decisive price improvements, but will employ more help to pro- 
duce for even low prices if he considers the prospect of much 
higher prices remote and uncertain. Moreover, many employers 
found during the depression of 1921 that a reduction of force 
brought increase rather than decrease of product, because the 
greatly increased fear of unemployment on the part of those 
remaining on pay-roll led them to devote themselves much more 
assiduously to their work. Undoubtedly the cffrcicncy of labor 
during 1919 and 1920 had been at a low ebb, largely because of 
the carry-over of the war-time attitude that "anybody can hold 
the job.” Wc know from direct leports that the attitude of labor 
has, in many cases, continued to improve since 1921 even after 
reaching the stage of the cycle where a slowing-down in the 
improvement of labor efficiency might have been expected. 

Yet it must not be supposed that labor efficiency in this sense 
— the will to work — is the only aspect of general industrial effici- 
ency affecting the present employment cycle.- Other phases, 
conditioned like that above partly by the state of the cycle Itself, 
and partly by more deeply rooted forces, are also important. We 
must not forget that capitalistic or "round-about” methods of 
production, aided by machinery, and so forth, have for many 
years been increasing the production of manufactures more rap- 
idly t han the number.s employed in manufacturing. Thus in the 

'Many persons, includinf; ot least two repmable reviewers of business conditions, 
forget that this slower rate of ri.se on the part of the employment index is not 
peculiar to the present cycle, but is fairly characteristic, as the writer has repeatedly 
pointed out. Even, in the boom of loip-so, production rose much more than 
employment. This apparently characteristic tendency should be allowed for in a 
aitique of the relations between employment and production. 

Tn this connection, compare the views held by other writers on "the efficiency 
of labor," such as John W. Riegcl in Harvard Business Review for April, ipai, 
PP- 34*-3S4; Paul H. Douglas in Administration for July, igaa, pp. 15-17; and 
W. Randolph Burgess in Management apd Administration for July, 1933, pp. 15-28 
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IS years 1899-1914, the volume of production was rising about 
4% per annum, according to the best production indexes. The 
aggregate number employed in manufacturing was increasing at 
a regular rate of about 150,000 per year, or roughly 3% in early 
years but less than 2 % in later years. The contrast of these lower 
rates with that for production becomes stfll more striking when 
we recall that the average length of the working-day very mate- 
rially declined during the period 1899-1914, also that the growing 
influx of immigrant and woman labor into industry was “diluting” 
the volume of employment. Clearly enough, we were learning 
better how to combine economic resources in more productive 
combinations, aided by invention and improved business organi- 
zation. New methods were enabling the country to increase the 
total production of manufactures at a markedly higher rate than 
that of the numbers directly engaged in such production. 

Recently, the war has taught us even more about the possible 
value of technological research, labor-saving machinery and 
arrangements for reducing lost motion of many kinds, plans for 
scientifically selecting, training, and remunerating employees, and 
so forth. These and many similar forces are strongly at work 
now, tending to render the output per employed worker greater 
and greater, perhaps at an accelerated rate. The fact that in 
many lines prices have been sluggish and margins narrow has 
required the manufacturer to eliminate all unnecessary cost ele- 
ments. The check on immigration, coupled with the heavy drain 
of labor into construction, and the bitter and largely successful 
resistance of organized labor to wage reductions commensurate 
with what the price situation might normally have called for, 
renders the supply and price of labor key elements in the present 
industrial situation. 

While wholesale prices and cost of living have advanced at 
only a snail’s pace since the bottom of the slump, money wage 
rates have now apparently recovered fully one-half and perhaps 
two-thirds of the vertical distance from 1922 slump toward 1920 
peak, despite the fact that wages have in the past lagged con- 
siderably (roughly, six to ten months)^ in their response to 
up- and down-swings of employment. This pronounced recovery 
in money wage rates has powerful effects on not only the indus- 

^See, e. g., Cycles 0} Unemployment, igos-zs, chap, vi, “Employment Cycles and 
Buying Power." 
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trial but the commercial situation. With living costs still prac- 
tically at lock bottom, the aggregate ecjuivalent of pre.-ent money 
incomes among the industrial classe.s is probably as high in “real” 
purchasing power over consumable gooil> as in 1920, ami perhaps 
actually higher, though this is not eipially true of income.s per 
capita. 

As yet it is too early to judge how this complex set of relation- 
ships will affect the usefulness of employment as an index of 
either production or [lurchasing pow(‘r during the future. The 
fluctuations in both still seem to he fairly well shown by the 
employment index; the difficulty lies chiefly in interpreting the 
vertical relation of the curves to each other, especially their dif- 
ference in slopes. We have no independent evidence of a sta- 
tistical nature, on the actual efficiency of either labor as such or 
industrial organization as a whole. Indeeil the relation of the 
two indexes to each other is taken by some as a statistical index 
of efficiency. This may or may not he legitinuite. In any case, 
we believe that the element of true secular trend, so far as it can 
now be determined, Is not serious in the index of either employ- 
ment or production during the post-war period. Yet we may 
eventually discover that secular increase in the general efficiency 
of industry is greater since the war than before, and that a break 
in the slope of one or both indc.xos is therefore necessary, On 
the other hand, the whole phenomenon of the discrepancy may 
prove to be less a characteristic of the post-war trend than of the 
present business cycle.^ 

'For cases on labor relations .and the business cycle see Bclmor Steel Company 
(difference of labor policy) p. 356; Ranlcy Lathe Works, (reduction of labor force 
in 1021) p. 360; Parr and Sons Company (refusal to auede to demands durinu 
period of inactivity) p. 362 ; Thrasher Cotton Mills Company (sale of common stock 
to employees) p. 382; Pennell Hosiery Mills (profit sh.iring) ji, 37S; KimbroUBh 
Machine Company (employee participation m i, t) p. 3O9. 
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ADVERTISING AND THE BUSINESS CYCLED 

Major fluctuations in the volume of advertising carried by 
newspapers and magazines since the war have taken place slightly 
in advance of similar movements in general business conditions. 
A relatively small amount of advertising is, of course, carried 
when business is depressed, and a large amount when business 
is active; but the beginning of major increases or decreases in 
the volume of advertising during the five years following the close 
of the war generally preceded the corresponding upward or down- 
ward movement of business. This tendency to precede general 
business appears at the turning-points of the index of advertising 
in magazines, and for nearly all phases of the cycle of newspaper 
advertising. In Figure i6, on the following page, the indexes of 
total advertising for newspapers and for magazines are compared 
with curve B of general business conditions. 

Examination of the curve of newspaper advertising reveals the 
lead of this curve relative to the curve of general business. The 
advance of the index of newspaper advertising was in progress 
at the very beginning of 1919, at least two months before general 
business turned upward; and the peak occurred in February, 
1920, six months before the downturn in general business. There 
was a precipitate drop in newspaper advertising in March and 
April; then the curve moved sidewise until the late autumn, 
when it resumed the decline and sagged concurrently with the 
business curve. The index reached bottom in April, 1921, 
remained fairly stationary until October, and then advanced three 
months earlier than the business curve. The strong upswing, thus 
initiated, persisted throughout 1922 and the first quarter of 1923. 
Newspaper advertising entered upon the recession of the summer 
of 1923 one month before general business; and its upturn in 
September, and subsequent strong advance, forecast the improve- 

^ Letters, vol. 3, p. 47 ; this study was made by Professor W. L. Crum, statistician 
of the Harvard Committee. The Letter contains a memorandum on the sources of 
data and methods of analysis which is here omitted. 
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Figure i6: Indexes of AdvcrlisinR in Newspapers anti Mswarim's (scale al right! 
compared with the business curve (B) (scale at loft). (Husmess curve corrected 
for trend and seasonal variation ; advertising curves corrected for seasonal varia- 
tion only) 

ment in general business which was described in the Letter of 
February i6, 1924. 

The movement of advertising in magazines did not differ greatly 
in 1919 from that in newspapers. The peak of the curve came 
one month later in 1920 than was the case for new.spapers, but 
it was four months earlier than the high of general business. The 
decline was gradual until the end of the year, but then became 
very sharp and carried the index to an extremely low level early 
in 1921, Although the recovery after October, 1921, was less 
complete than that in newspaper advertising, the forms of the 
movements of the two curves, even in respect of the more impor- 
tant details, were substantially similar.* 

’All of tile advertising indexes for the post-war interval are series of relatives 
on the 1919-21 average as base, with correction for seasonal variation in all cases 
except financial advertising in magazines. The newspaper indo.x prior to 1919 con- 
sists of relatives on the 1913 average as base, with correction for seasonal variation. 
The adjusted indexes of seasonal variation were found in each case by the methods 
described in the Review of Economic Statistics for January, 1919. There were, 
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Comparison between the curves for newspapers and for maga- 
zines shows that the latter curve has a much greater range of 
fluctuation than the former. This condition is due partly to the 
abnormally high level of magazine advertising in the years 1919 
and 1920, but this fact is insufficient to account for all of the 
.dissimilarity. An additional reason is found in the tendency for 
magazine advertising to be used chiefly by producers and dis- 
tributors on a national scale, whereas the retail distributor domi- 
nates in newspaper advertising. Consequently, magazine adver- 
tising may be expected to fluctuate more widely than newspaper 
advertising, just as wholesale prices fluctuate more widely than 
retail prices. 

A second notable difference between the two curves is the 
greater elevation maintained by the newspaper curve since Feb- 
ruary, 1921. This can be explained largely by noting that the 
indexes are based upon the average for 1919-21. Hence, the 
unusually large volume of magazine advertising in 1919 and 1920 
would tend to lower the index for magazines for the later years. 
It is doubtful if this is the complete explanation, and it may be 
that there is an actual drift of advertising from magazines to 
newspapers. Such a drift would be described statistically as a 
difference in trends: the trend of magazine advertising would be 
taken as less sharply upward than that of newspaper advertising, 
or perhaps even downward. It is not practicable to obtain an 
answer to this question by the usual calculations. Although it 
is possible to get data for several years prior to 1919 and thus 
secure series sufficiently long to analyze for trend, the figures for 
1919 and 1920 are affected so sharply by the heavy advertising 

however, certain important difficulties in the way of a direct analysis of the figures 
by these methods. In the case of weekly magazines a correction was neccssapf for 
the months in which there were five issues, and a somewhat more complicated 
correction for months with five Sundays was necessary in the case of many news- 
papers having Sunday editions. Moreover, in the case of newspapers, the regional 
differences in seasonal movement were so considerable that it was necessary to con- 
struct individual indexes for each regional group, and correct each group index by 
the appropriate seasonal adjustment. Hence, for the newspaper curves for the 
United States as a whole (total advertising and advertising by classes), each 
regional index was obtained by computing weighted aggregates of the lineage figures 
of the individual papers within that group, converting these aggregates to relatives 
on their average for igig-21 as base, and adjusting these relatives for seasonal 
variatior; and the general index was derived by taking a weighted average of the 
regional indexes, The regional groupings conform closely to the jobbing districts 
of th" Standard Rate and Data Service, and the weights used in calculating the 
regional aggregates were estimated from circulation figures by that Service. 
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Figure 17 : Indexes of Advorli'-iii}! in tlir C'liiiv.’-’u ii'enm ami llic New York region 
(.CoireUed uu u.ai v.iu.ilioui 


expenditures encouraged hy i'xce.'idvo Rdcuil taxation, that such 
analysis would not be conclusive. In view of the e.xccptional con- 
dition existing immediately alter the war, no satisfactory determi- 
nation of the trends of these two curves is yet possible. 

Figure x? assists in explaining certain peculiarities in the move- 
ment of the index of newspaper advertising, and in particular 
the temporary stabilization during the summer of 1920. The 
newspaper curve of Figure 16 represents conditions in the United 
States as a whole, and is therefore an average of the experience 
in several geographical regions. Although there are many minor 
differences in the newspaper curve for the .several great regions, 
the chief difference of signitkance is .set forth by the comparison, 
in Figure 17, of the curves for the Chicago region and the New 
York region. The Chicago curve suffered a severe decline early 
in 1920, but immediately recovered to levels almost as high as 
before the break, and did not resume the decline until the down- 
ward movement of business was well under way. In the New 
York curve there was almost no trace of this secondary recovery: 
the index for this region declined almost continuously from the 
first of 1920 until late in 1921, and this decline preceded, in most 
of its course, the similar decline of the business curve. The events 
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Figure i8: Indexes of Advertising in Newspapers compared with Index of Trade 
(Index of Trade corrected for trend and seasonal variation; Advertising Index 
corrected for seasonal variation only) 


of 1923 were somewhat similar in form to those of late 1920. The 
Chicago curve, after a temporary halt at the very end of 1922, 
continued its rise until April, 1923, and broke one month before 
the decline in general business. The decline in the New York 
index began in January, 1923, and proceeded, gradually and with 
some hesitation, until the middle of the summer. The low points 
of both curves (barring the exceptional September drop in New 
York due to the pressmen’s strike) came in July- August, and the 
movements at the end of the year were the same in both regions. 
It should also be noted that in 192 1 the upturn of the Chicago 
index occurred in May, whereas that for New York came in the 
autumn. 


A. The Volume of Newspaper Advertising before 1919 

Figure 18 compares the fluctuations in newspaper advertising 
during the years 1910-18 with the Harvard Index of Trade. The 
Index of Trade is used as the standard of comparison for this 
period because it was especially designed (after 1914 it contains 
no elements involving the price factor) to represent the move- 
ment of business conditions during the war years, when changes 
in price levels were so sweeping as to render unsatisfactory any 
index of general business into which price enters as an element.^ 
The correspondence between the movements of the two curves, 
as respects their timing, is very high. The decline of 1914, the 

“'An Index of Trade for the United States,” by Professor Persons, Review, 
prel. vol. s, p. 71. See also Table C-I, p. 611. 
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strong upward movement which began in 1915, the recession of 
the summer of 1916, the severe temporary decline at the begin- 
ning of 1918, are all shown in the aclverlising curve at about the 
same times and in substantially the same forms as in the Index 
of Trade. Since the advertising curve has not been corrected for 
trend, as is the case with the Index of Trade, the evident tendency 
of the first to rise relative to the second reflects the considerable 
growth element in the volume of advertising during this nine-year 
interval. 

It should be remarked that in the earlier years data were avail- 
able for fewer papers and some of the important regions were less 
adequately represented; and therefore, the farther back the 
advertising index is traced, the less satisfactory it becomes. 
Great importance should not then be attached to the minor fea- 
tures of the curve in tire years before 1915, but even in those 
years the index shows with fair accuracy the timing of the major 
fluctuations. 

No index of advertising for magazines was constructed for the 
years before 1919; for, although a considerable volume of data 
is available, the cyclical fluctuations do not appear to differ from 
those of the newspaper curve. Moveover, the sharp change in 
trend in magazine advertising during the early years of the war 
renders the presentation of a satisfactory index especially difficult. 
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B. Fluctuations in Particular Classes of Advertising 

The curves of advertising by individual trade groups are 
marked by numerous irregularities of doubtful significance, as is 
the case also for the indexes pertaining to particular geographical 
regions. Only the broader features of the movements of these 
curves should therefore be regarded as indicative of the special 
conditions affecting advertising by the individual trades. Several 
of these group indexes are shown graphically in Figures 19 to 24, 
with the business curve (B) of the Index Chart presented in each 
case as the standard of comparison. 

Automobile advertising in magazines has fluctuations closely 
similar to those of general business conditions. The facts that 
the automobile curve has a somewhat wider range of variation 
than the B curve in 1919-21 and that it was lower early in 1923, 
are further manifestations of the peculiar experience of magazine 
advertising already noted. If these points are borne in mind, it 
is seen that automobile advertising is very highly correlated with 
general business. 

Textile advertising in magazines preceded the business curve 
(B) from 1919 to early 1921, but the movement since then has 
been less regular. Most of these irregular swings, except proba- 
bly the intermediate peak in 1921 and the considerable drop in 



Figure ao: Adjusted Index of Textile Advertising in Magazines compared with the 
business curve (B) 
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the autumn of 1922, have little meaning. Because of the ncce.s- 
sity of interpolating data on textiles for some of the magazines 
during the first three-quarters of 1923, not much importance 
should be attached to the details of the movement in that year, 
but it is clear that the year as a whole was well above 1922. 

Financial advertising in magazines lagged appreciably after 
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Figure S3: Index of Want Advertisements compared with the business curve (B) 


curve B during the first three years of the post-war interval, and 
did not participate in the recovery which began in the summer of 
1922. The index shows, however, the tendency to rise which 
appears in the total advertising index after September, 1923. 

Magazine advertising of cereals and flour moves in general 
with the business curve. The horizontal position of the curve of 
this group each year is presumably due to the policy of the trade 
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in contracting for space on an annual basis. It will be seen, how- 
ever, that the volume of advertising in the cereals and flour group 
adjusts itself each year to the course of general business. 

Want advertisements in newspapers have fluctuations which 
conform very highly with those of total advertising in new.spapers. 
The drop in 1920 is, however, somewhat more regular in the case 
of want advertisements, and in fact the regional differences which 
contributed to the temporary stabilization of total advertising in 
the summer of 1920 are relatively unimportant in the case of want 
advertisements. 

Dry-goods advertising in newspapers has a marked lag after 
the curve of general busine.ss throughout the five-year intervals. 
This is distinctly different from the experience of textile adver- 
tising in magazines, de.scribed above. ‘ 

"For aiscs on advertising and the l)U5incs.s cycle, sre W.aitc Advertising Agency 
(credit ribk) p 401; Watterbon Stove Company (so.'isonai advertising) ■ p joo; 
Hagen & Dewar (advertising for conugiiments) p 50J ; 'I'he Hammett Manufac- 
turing Company (relating advertising to the busiiiess cycle I ji. 48S. 
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MERCHANDISING AND THE BUSINESS CYCLE 

In view of the important influence of the volume of retail 
trade upon the demand for bank credit, the Federal Reserve 
Board and the twelve Federal Reserve Banks in 1919 com- 
menced the collection of retail trade data. The scope of these 
data has steadily increased during the past four years until the 
Federal Reserve System now receives monthly reports from the 
department stores, mail-order houses, and seven groups of chain- 
store organizations, which together have annual sales of almost 
$3,000,000,000. 


A . The Trend of Retail Trade, i 9 i 9- i 9 2 3 ' 

The best available measure of retail business is the dollar value 
of sales, and this information is reported monthly by all co- 
operating dealers. Among the important factors which influence 
the value of monthly sales are seasonal and cyclical variations 
in the volume of business, price fluctuations, long-time growth, 
changes in methods or retailing, and fortuitous circumstances, 
such as weather conditions, strikes, and changes in the number 
of working days. Since the volume of retail trade is particularly 
subject to seasonal fluctuations, it was deemed advisable to pro- 
vide for seasonal corrections in presenting the monthly figures. 

For this purpose the link-relative method was adopted, since 

Trom the Federal Reserve Bulletin, vol. 10, p. 17. See also “Fluctuations in 
Wholesale and Retail Trade,” by W. Randolph Burgess, in The Problem of Business 
Forecasting. 

On the subject matter of this chapter, see Problems in Marketing, by Melvin T. 
Copeland, and Retail Store Management Problems, by Donald K, David, especially 
Section D of Part IX— "Retail Problems in Relation to General Business Con- 
ditions." 

In the present volume, see T. T. Lane Wholesale Grocery Company (expansion 
by consolidation in 1910) p. 336; Allerton Stove Company (price policy in depres- 
sion) p. 400; Genessee (Company (diamond prices) p. 449; Dearborn Stove Com- 
pany (advice to retailers to prevent overbuying) p. 462 ; Randolph Shoe and Leather 
Company (suit against customers who canceled orders in 1920) p. 472; Silloth 
Wholesale Drug Company (addition of new lines) p. 519; Dorsey Wholessile Drug 
Company (addition of specialty product) p. 521. 

63 
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it is best adapted to data coverinn only a short period of time. 
The steps involved in the use of the link-relative method are: 
(i) Conversion of the monthly data for the four years, 1919- 
1922, into a series of link relatives — i.e., percentages of the pre- 
vious month; (2) determination of the median link relative for 
each calendar month from the figures for that month in each of 
the years of the series; (3) conversion of these medians of link 
relatives into a continuous chain by expressing them as per- 
centages of the median for January; (4) adjustment of the 
resulting differences between relatives for consecutive Januarys 
by distributing these differences evenly over the 12 months, and 
(S) division of each adjusted relative by the average of the 12. 
The final series of percentages constructed by this method shows 
the typical distribution of a year’s sales over the 12 rnonlhsd 
Table 2, on the opposite page, shows this monthly distribution of 
trade for various lines of retail business, and the chart in Figure 25 
compares the seasonal distribution of trade at department stores 
with that at mail-order houses. 

It will be noted that there is a pronounced seasonal move- 
ment in the sales of all types of retail business except grocery 
chain s. In most lines business is rather dull in January and 

^See Chapter XI for a discussion of these methods and an explanation of their 
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Table 2 — Seasonal, Variations in Retail Sales 


Kinds of Stores 

& 

1 

February 

March 

Apm 

1 

1 


1 

■< 

September 

October 

i 

1 

December j 

Department Stores 87 

77 

100 

104 

103 

100 

75 

78 

91 

112 

113 

160 

Mail-Order Houses 99 

91 

IIS 

100 

87 

84 

74 

77 

97 

12S 


122 

Grocery Chains.. 

.100 

9S 

106 


98 

96 

98 

97 

97 

10.5 


105 

6-and-ioc Chains. 

• 72 

7,'? 

95 

95 

96 

92 

92 

96 

94 

108 

94 


Cigar Chains 

. 88 

86 

96 

96 


96 

99 

97 

99 

107 


13s 

Drug Chains 

• 97 

91 


98 

98 

98 



99 


94 

122 

Shoe Chains 

. 7.=; 

68 

96 


116 


95 

79 

92 

1 13 

no 

129 

Music Chains 

. 84 

8S 

93 

86 

82 

78 

75 

88 


119 

121 

187 

Candy ■ Chains 

. 84 

85 

96 

1°^ 

97 

92 

98 


i°° 

103 

95 

147 


February, is maintained in considerable volume throughout the 
spring months, becomes dull again in July and August, increases 
in volume during the fall, and reaches a peak in December. The 
period of winter inactivity is most pronounced in the case of 
shoe stores and five-and-ten-cent stores, while the midsummer 
dullness particularly affects department stores, mail-order houses, 
and music stores. Candy and drug stores, on the other hand, 
have a large volume of hot-weather business which causes some 
growth in their sales during the summer months. Shoe stores 
have a large expansion of sales in the spring months, and depart- 
ment stores, mail-order houses, five-and-ten-cent stores, and candy 
stores also show a marked increase in volume of business at that 
season. Fall buying is large in all reporting lines, and Christmas 
trade causes a sharp December peak in sales of music stores, 
five-and-ten-cent stores, and department stores. 

In the calculation of the final index numbers for each reporting 
line the monthly relatives of sales on a 1919 base have been cor- 
rected by the use of the seasonal coefficients described above. 
The adjusted index numbers for each line of retail trade are pub- 
lished in Table C-V, Chapter XII.^ Indexes of department- 
store sales are available for 10 Federal Reserve districts and are 
combined to form a national index by weighting the relatives by 
the total number of persons employed in retail stores in that 
district according to the 1920 census. 

Comparison of retail sales in different lines since January, 
1919, shows some difference in trend. Business was dull in all 
reporting lines during the early months of 1919, but sales 

' Below, p. 614. 
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expanded steadily throughout the year. This uniformity of trend 
ended in February, 1920, however, when sales of mail-order 
houses reached a peak. The business of department stores, cigar 
stores, grocery stores, and drug stores continued to increase until 
July, 1920, while sales of mail-order houses, music stores, and 
candy stores showed a downward tendency. During the last six 
months of 1920 sales of mail-order houses, department stores, 
music stores, and grocery stores declined in gross value, but there 
was little change in the level of buying at other reporting stores. 
Sales continued to decline at most retail stores throughout 1921, 
although in March there was a large volume of buying at shoe 
stores, reflecting the development of new styles of women’s shoes, 
and in the last five months there was a general improvement in 
sales of musical instruments. The decline in value of sales in 
1920 and 1921 was due in large part to reductions in retail prices 
rather than to decrease in the physical volume of commodities 
sold. 

The expansion of employment and of earnings of industrial 
workers, together with some advance in prices, caused an increase 
of sales at most retail stores throughout the year 1922 and in the 
early months of 1923. Sales of department stores continued to 
increase during the last half of 1923, but sales of many other 
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Figure 37: Sales of drug-store chains corrected for seasonal variations (Monthly 
average, 1919=100) 


classes of retailers were slightly smaller in volume than in the 
first half of the year. Much of the expansion in chain-store 
sales during the last two years has been due to the opening of 
new stores, but it is difficult to estimate quantitatively the effect 
of this factor. 

A review of the trend of sales for the nine types of retailers 
during the past five years indicates that sales of cigar stores and 
drug stores have fluctuated but little after allowance is made for 
seasonal changes in demand, whereas sales of chain grocery 
stores, chain candy stores, and chain five-and-ten-cent stores 
have shown a steady upward trend throughout the post-war 
period, largely because of the opening of new unit stores. Sales 
of mail-order houses and music stores have closely reflected 
changes in industrial activity and employment, and this is true 
in a less marked degree of department-store sales. Sales at chain 
shoe stores have been more irregular than at any other reporting 
retail establishments, owing to the fact that changes in weather 
conditions and in styles had a large effect on the volume of 
buying of footwear. 

Data for geographical comparisons on a comparable basis are 
available for department stores. A comparison of the adjusted 
indexes of department-store sales in 10 Federal Reserve districts, 
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published in Table C-VI, Chapter XII, indicates that there 
has been quite a close concspondcnce in the month-to-month 
trend of sales in different sections, although the magnitude of 
these fluctuations has varied considerably. There was a rather 
steady expansion in volume of department-store business from 
January, 1919, to July, 1920, in all of the reporting districts 
except Chicago and Minneapolis. In the Chicago and Minne- 
apolis districts sales were maintained on a fairly even level during 
1919, but showed a remarkable expansion in January, 1920, and 
the increased rate of buying was maintained throughout most of 
the following year.^ In August, 1920, the dollar value of trade 
commenced to decline and there was a downward trend until 
March, 1922, in most sections of the country. Although some 
reduction in sales occurred in all districts during this period, the 
amount of decrease varied greatly. Sales were reduced by about 
one-third in the Dallas, Atlanta, and Cleveland districts, where 
the decrease in retail business was most marked. The decrease 
in the southern districts may be largely ascribed to the great 
reduction in the value of the cotton crop, while an important 
facto r in the reduction of sales in the Cleveland district was the 


^he indexra of these districts arc so different from the Kcneral picture that it 
seems doubtful if they give a true picture of conditions in 1919 and igeo. 
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reduction in employment and wages at steel plants, rubber fac- 
tories, and other manufacturing establishments. Trade showed 
very little decrease in value during 1920 and 1921 in the San 
Francisco district and probably actually increased in physical 
volume. 

Throughout most of the years 1922 and 1923 there has been 
an upward trend in sales of department stores in all sections of 
the United States far in excess of the increase in retail prices, so 
that it is apparent that there has been an expansion in the phys- 
ical volume of business. The largest increases in sales have 
occurred in the Chicago, Cleveland, and Philadelphia districts, 
and in general there has been since 1919 a considerable increase 
in sales in the industrial sections of the East and Middle West, 
while sales in southern districts and in the agricultural sections 
of the West are at about the same level as four years ago. 

B. Seasonal Variations in Department-Store Stocks ^ 

For several years the Federal Reserve Board and the 12 Federal 
Reserve Banks have received monthly reports of stocks held by 
certain classes of retail dealers. From the statistics showing the 
dollar value of stocks held by 286 department- stores on the last 
day of each month, from January, 1919, to date, an index of re- 
tail stocks has been constructed. 

Since the figures show well-defined seasonal changes in the vol- 


Table 3 — Monthly Variations in Department-Store Stocks 

(Average Month = 100) 
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ume of department-store stocks, allowance has been made in the 
construction of the index for the usual seasonal movements. 
Average monthly variations in department-store stocks for the lo 
Federal Reserve districts for which statistics are available are 
shown in Table 3 on the preceding page. 

These figures indicate that changes in the volume of retail 
stocks are clearly defined and regular in all reporting districts 
and that the seasons for increasing or decreasing inventories cor- 
respond closely in different sections of the United States. Stocks 
decline during December and January in almost all districts; in- 
crease in February and March; are at a moderately high level 
during April and May; decline during June and July; increase 
during August, September, and October to the maximum for the 
year; and remain at about this high level throughout November. 
These changes in stocks are .shown graphically in Figure 29 on 
this page, together with the seasonal variations of sales at depart- 
ment stores. Fluctuations in stocks are smaller than in sales; 
stocks are highest in the months when sales are highest and low- 
est during the periods when sales are also at a low level. 

In the construction of the combined index, figures for each dis- 
trict were weighted by the number of people employed in retail 
trade. In the chart reproduced in Figure 30 this combined index 
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Percentage 



Figure 30: Chart showing the trend of department-store stocks during the past 
five years, both with and without seasonal correction. 

of retail stocks, corrected for seasonal variations, is compared ■with 
an index which makes no allowance for seasonal changes. 

The seasonally corrected index shows that there was a fairly 
steady increase in the value of retail stocks from July, 1919, to 
August, 1920, which may be partly ascribed to rising prices. The 
rapid decrease in value of inventories which continued from Sep- 
tember, 1920, tmtil January, 1921, also reflects in part the in- 
fluence in price change. In the period from February, 1921, to 
August, 1922, stocks were at a remarkably constant level, and 
fluctuated chiefly with the seasonal requirements of business. In 
September, 1922, department stores began to increase their stocks 
in response to the growing volume of sales and this increase con- 
tinued to the end of 1923. 

Analysis by Federal Reserve districts of changes in the value 
of merchandise stocks indicates that while there are differences 
in month-to-month movements, there is close correspondence in 
trend.^ During 1919 and the first half of 1920 increases in in- 
ventories occurred in all Federal Reserve districts and were par- 
ticularly large in the Chicago, Dallas, and Cleveland districts; 
Department-store stocks in the Philadelphia, Boston, and Min- 
neapolis districts, on the other hand, showed only about one-half 

iTable C-VH, p. 616. 
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as large an increase. The tlecHne in stock.s during the last half of 
1920 was remarkably uniform in eight of the reporting districts. 
Stocks in the Richmond district declined somewhat more than 
stocks in other sections, while stocks in the Philadelphia district 
showed the smallest reductions. 

During 192 1 and the first half of 1922 there was some divergence 
between districts in trend of stocks. Inventories continued to de- 
cline in the Clevelaml, Atlanta, and Dallas districts; remained 
at a fairly even level in the New York, Richmond, Chicago, Min- 
neapolis, and San Francisco districts; and showed a rather distinct 
upward trend in the Boston and Philadelphia districts. In the 
latter half of 1922 and in the first half of 1923 stocks on retail 
shelves were increased in all reporting districts, the increase being 
most marked in the Philadelphia and Chicago districts. Stocks 
showed further increases in the autumn of 1923 in the Boston, New 
York, Philadelphia, Cleveland, Chicago, Dallas, and San Francisco 
districts, but were smaller in the Richmond and Atlanta districts. 
During December and January there was some reduction in total 
inventories, due to decreases in the Boston, New York, Phila- 
delphia, Richmond, Chicago, and Minneapolis districts. 
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BOND YIELDS AND MONEY RATES^ 

Bond prices usually advance during the phase of the cycle in 
which business is recovering from depression; they usually decline 
during the ensuing phase of prosperity, such as has characterized 
business since last autumn. This is clearly indicated by the 
experience of recent business cycles. Thus, a decline in bond 
prices began in the fall of 1905, while business remained pros- 
perous well into 1907; bond prices turned downward in June, 
1909, while business prosperity lasted until after March, 1910; 
and bond prices began to fall early in 1912, while business 
remained prosperous until the following winter. Bond prices 
reached the peak of their upward movement in September, 1922, 
and the decline after that date was part of their normal cyclical 
movement downward during a period of active business. 

In the following discussion bond yields are used rather than 
bond prices. The prices of bonds, because of differences in nom- 
inal rates and maturities, cannot be directly averaged to obtain 
a ruling price, while in the calculations of yields adjustments for 
such differences are made. Bond yields are themselves interest 
rates, and have a close relationship to other interest rates; 
moreover they may be easily averaged, and a ruling rate thus 
obtained. The yield is a computed figure based on the current 
market price of a bond, assuming that the stipulated interest, 
and the principal at the time of maturity, will be paid. The 
nominal rate of interest fixed on bonds at the time of issue does 
not change. Changes in yield, therefore, result from changes in 
the market price of bonds, since the other factors determining 
yield are fixed. Statements regarding the direction of move- 
ment of bond yields, or their high or low points, apply in reverse 
to bond prices. The statement that bond prices are falling is 
thus equivalent to the statement that bond yields are rising, and 
vice versa. A 4% bond, due in 1995, selling at 93 in August, 

^Letters, vol. 2, p. iii, (Apta 28, 1923) with minor editorial changes, 
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1922, would yield 4-32% if held to maturity; the i^ame bond in 
March, 1923, selling at 86.10, would yield 4.67^;.. 

The purpose of this discussion is to compare the lluctuations 
of bond yields and short-time money rates, with special reference 
to such movements since the end of 1918. A comparison will 
also be drawn between the market movements of the prices of 
bonds of near and distant maturities. 

The index of the yield of 10 railroad bonds which is used for 
the years 1919-23 is constructed in similar fashion to that pre- 
viously published.' For the years 1911-1918 the old index has 
been revised. Details as to the construction of the new bond 
index appeared in the Review of Economic Statistics for July, 

1923. 

The yields of railroad bonds, rather than those of other classes, 
are used, because they represent most satisfactorily pure long- 
time interest rates. Industrial bonds are more inlluenced by the 
element of risk, while state and municipal bonds are influenced 
by tax exemptions, and federal bonds by large financing and tax 
exemptions. Railroad bonds fall into the general class of public 
utilities and are selected as representing the most seasoned group 
of public utility issues. 

^Revkix), prel. vol. i, p, 45. 
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A. Commercial Paper Rates and Bond Yields 

Demand for loans for long- and short-time use may be regarded 
as competing in the money market for the use of funds. For 
this reason, bond yields and short-time interest rates in general 
fluctuate similarly, although showing many significant differences. 
These are illustrated in Figures 31a and 31b, which compare the 
movements of 60-90 day commercial paper (corrected for seasonal 
variation) and that of &e yield on 10 railroad bonds for the years 
1890-1924. 

1. Bond yields are, on the average, lower than rates on com- 
mercial paper. The average of the monthly yield on 10 railroad 
bonds for the years 1890-1922 was 4.32%, one-half of 1% below 
the average of the rates on 60-90 day commercial paper for the 
same years. Only during relatively short periods are bond yields 
above market rates for commercial paper of this class. 

2. Examination of the course of bond yields from 1890 to date 
reveals only a negligible seasonal variation. In contrast to this, 
commercial paper rates showed a decided and consistent seasonal 
variation during the years prior to the establishment of the Fed- 
eral Reserve System. They were usually highest in the fall 
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(October), fell off durinp the winter months, rose in March, and 
then declined to the lowest point of the year in June. During 
the war and to the end of 1921, however, under the combined 
influence of the Feileral Reserve System and the disturbed con- 
ditions of these years, seasonal movement seemed to be lacking. 
More recently, however, a certain amount of seasonal variation 
has been in evidence. 

3. The cyclical movement of bond yields is much less than that 
of commercial paper rates. This fact is illustrated by Table 4, 
below, which compares the changes in the rates on commercial 
paper and bond yields during three periods of marked fluctu- 
ations. Thus, in the years 1919-20 the cyclical variation in 60-90 
day commercial paper was almost 3) j times as great as that in 
the yield of 10 railroad bonds, while in the earlier periods it 
was much greater. .‘\Uhough the cyclical fluctuations in bond 
yields are thus very much less than tluwe in commerc-ial paper 
rates, they are nevertheless well marked and <!irectly related to 
changes in other interest rales and general business conditions. 
AVhen the business cycle enters (lie pros|ii‘rity phase, the demand 
for funds for industrial enterprise becomes increasingly heavy. 
Commercial paper rates tend to rise. Investments in bonds are 
disposed of in the open market by banks, industrial concerns, and 
others to secure funds for business purposes, and as a result bond 
prices fall — that is, bond yields rise. During the liquidation and 
depression periods of the business cycle, on the other hand, the 
inactivity of trade decreases the demand for commercial loans, 
and funds are released for the purchase of bonds. Commercial 
paper rate.? fall, bond prices rise and yields fall. At such a time, 
commercial paper rates fall below bond yields, and it thus 
becomes more profitable to buy bonds than to loan money for 
short term transactions. Cheap money, in turn, tends to slimu- 


TaBCK 4 — Fl.UCTUATlONS IN COMMEUlUAl. P-U'Wl RaTES 
AND HoNI) YiEIDS 
(Unit: 



1893-94 9-98* 2.16* 7.82 5.07 4.53 -54 

I903-°S 5-78* 3-69* 2.09 4.07 3.80 .27 

1919-20 8.00 S-I9 2.81 5.66 4.84 .82 

'Corccccecl for seasimu) variation. 
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late business and leads to a repetition of these movements of 
business and interest rates. 

4. The lowest points in the cyclical movement of bond yields 
lag behind similar points for commercial paper rates. In 1904-05, 
the interval between the two amounted to 12 months; in 1908-09, 
to 4 months; in igii-12, to 3 months; and in 1922, to i month. 
On the other hand, three of the four peaks in the movement of 
yields and money rates during the period 1903-14 occurred in the 
same month, while in one instance (in 1907) the peak of bond 
yields anticipated that of money rates by one month. 

B. Recent Course of Bond Yields and Interest Rates 

The course of bond yields and money rates, 1919-1923, is pre- 
sented in Figure 32. Bond yields are the new index for 10 rail- 
road bonds, and commercial paper rates are the actual monthly 
averages for 60-90 day paper on the New York market. These 
two statistical series are presented on the same scale in the upper 
chart. In the lower chart, paper rates are shown on the same 
scale as in section A, but the scale for bond yields has been 
altered in order to magnify ( 2^/2 times) the fluctuations of bond 
yields, and thus to facilitate comparison of the two curves. 

As is evident from the chart, fluctuations in bond yields pre- 
ceded similar movements in short-time rates in 1919-20, thus 
reversing the usual sequence of these movements. In 1919 com- 
mercial paper rates rose tardily as a result of the maintenance 
of low rediscount rates by the Federal Reserve System for the 
purpose of facilitating Government financing. Bond yields 
moved upward more promptly, reaching their high point, 5.66)4, 
in May, 1920, three months before paper rates reached peak.^ 
Bond yields declined from June to October, 1920, but in the fol- 
lowing months moved upward temporarily, and did not fall 
below the level of October, 1920, until November, 1921. In the 
meantime commercial paper rates moved down slowly until May, 
1921, when a very rapid decline set in. This, and the later move- 
ment of bond yields — which began to decline sharply in Novem- 
ber, 1921 — restored the usual relationship between the two; so 
that the rate on 6o-go day commercial paper reached low (3.88% 

'Eight per cent in August. They declined slightly in September, but touched 
8% again in October, 
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in August) one month before bond yields (4.46% in September). 
Both rose in the subsequent six months. 

It is noteworthy that for the months of April, 1922, to Febru- 
ary, 1923, rates on 60-90 day commercial paper remained below 
bond yields. As may be seen from Figure 31, the same relation- 
ship obtained in May and September, 1900; from July to De- 
cember, 1904; from July, 1908, to September, 1909; and, for all 
but two months, from March to November, ign. This situation 
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Figure 33: Yields 


long time bonds, 1919-1923 
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in each case precedi'il m atcnm[ianie(l periods nl business recov- 
ery, and preceded the followint; peak of liond yieliis by intervals 
of irregular length, the .shorte.-t of which (September, 1909. to 
July, 1910) was 10 months, and the longe^t 3 years (September 
1900 to August, 1903)- 
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turity dates.^ Prices of the first class tend to remain relatively 
stable, since the expected repayment of the principal is the ruling 
factor, rather than the yearly return on the bond. Table 5, on 
page 80, shows the fluctuation in price from January, 1922, to 
June, 1923, of (a) five of the long term railroad bonds which 
are included in our index of bond yields, and (b) five railroad 
bonds, maturing in 1927 and 1928. 

For those of distant maturity, the gain between January, 1922, 
and the high of that year amounted to 5% for 2 bonds and 6% 
for 3; while for bonds of early maturity, it amounted to 5^ for 
2 and 3% for 3. The losses to the subsequent low points, on 
the other hand, amounted to 10% for i of the long term bonds, 
&% for 2, and /[Jo and 5% for the remaining; and for the short 
term bonds, to only tjo for 4, and 1% for the remaining bond. 
Thus, the gain in value to the high points of 1922 was somewhat 
less for short term than for long term bonds, and the loss in value 
since very much less. The stability of the prices of bonds having 
only a year or two to run would be even greater than those which 
we have chosen. Thus short term bonds will decline less than 
long term while the market is moving downward — that is, as long 
as business is prosperous and interest rates remain firm or advance. 

D. Comparison of Yields of Early and Distant 
Maturities ^ 

For comparison with the index of yields of distant maturities, 
the Harvard Committee computed an index for 1922-23 of yields 
of five high-grade bonds of early maturity.^ 

From the price standpoint early maturities are more inflexible 
than long term bonds; from the angle of yields, long term bonds 
are the more inflexible. As the maturity date draws near, a very 
small change in the price of a bond is reflected by a relatively large 
fluctuation in the yield, or, conversely, a relatively large fluctu- 
ation in the yield of a short term bond may be the result of only 
a small difference in the price. 

’The Harvard Committee’s Index of bond yidds comprises only those having 
over 35 years to run. (Table E-II, Chapter XU, p. 623.) The relationship of the 
fluctuations, yields, and prices differs radically between the two classes of bonds. 

^From “A Monthly Index of Bond Yields, igiQ-1923,” by W. Floyd Maxwell 
and Ada M. Matthews, Review, prel. vol. 5, p. 212. 

^See page 83 for Footnote. 
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Figure 35: Comparison of long time bond yields, short time bond yields, and 60- 
to go-day commercial paper, January, 1922, to March, 1923 (1923 corrected for 
seasonal variations) 


In the case of distant maturities, however, the situation is 
different; for, although prices and yields vary inversely,* the 

(See reference for Footnote on page 81) 


^The following table gives the descriptions and maturity dates of these bonds. 


Company 

Description of Bond 

Nominal 

Rate 

Date of 
Maturity 

Union Pacific 

Ten-year secured, gold 

6° 

July, 1928 

Nashvilie, Chattanooga & 
St. Louis 

First consolidated mortgage, 
gold 

5 

Apr., 1928 

Oregon & California 

Atchison, Topeka & Santa 

First mortgage sinking fund, 
gold 

East Oklahoma division first 

5 

July, 1927 

Fe 

mortgage, gold 

Nebraska extension sinking 
fund, currency 

4 

Mar,, 1928 

Chicago, Burlington & 
Quincy 

4 

May, 1927 


As the criteria underlying the choice of these bonds are the same as those listed 
early in the study (except for the difference in time of maturity), and as the method 
of averaging monthly high and low prices and computing yields is similar, these 
considerations are not presented again in detail. The movements of the long-time 
index during igig-1923 are shown in Figure 33, p. 79. 

1 When short term bonds are quoted below par, the relationship of price to yield 
is at times anomalous. It is entirely possible for the yield to increase at the same 
time that the price of the bond increases. Althoi^h rising prices normally result in 
declining yields, the force of approaching maturity and its consequent increase in 
yield may dominate so that the net result is a rise in price accompanied by an 
increase in yidd. 
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' For example; The averame iirice of the five sliort term bomls in January, iQaa, 
was 96.K anil m September, iqj: (the extreme hiKh), uo y. The averase yield of 
these same rive_ Imnds was S-ts';!* in January and in September. That is, 

a rise of a.o points in the average price of the short term lionds produced a loss of 
■57% in tlie average yield. The average price of the ten long term tmnds in the 
new inde-x was 89.0 in January and 03.6 in Seplemlier, and tlie corresponding 
average yields were 4.73% and 4.46';;) respectively. In this case, a rise of 4,6 points 
in the price of the long term bonds between these same months showed a loss of 
only .367 o in the yield. Roughly, then, although the actual rise in the price of 
the short term bonds was little more than half the rise in price of the long term 
bonds in the same period, it brought about more than twice as large a decline in 
yield. 
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Figure 35 shows the yields of early maturities and distant ma- 
turities, together with money rates. The significant fact in the 
comparison is the higher yield of short time bonds compared 
with long time bonds. The monthly average of the former in 
1922 was S- 09 %) of the latter 4.61%. The wider fluctuation of 
the yields of early maturities, which has been mentioned above, 
is also apparent. These differences indicate the desirability of 
shifting funds, at certain phases of the business cycle, from one 
form of investment to the other.^ 

The following cases illustrate the principles discussed in this chapter; Pennsyl- 
vania Security Trust Company (handling the bond account of a commercial bank) 
p. 185; Peoples Bank and Trust Company (investment of surplus funds) p. 170; 
Clement & (Company (sale of bonds by investment house) p. 203. The offering of 
the various securities of the Goodyear Tire & Rubber Company at the time of 
the reorganization was very skilfully timed with reference to conditions in money 
and securities markets (p, 224). 
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THE COXTROL OF AX INDUSTRY IN THE HUSIXESS 
OVULE' 

Human iKiture decrei’s that cvt'iy cxccutivi* shall ht-lieve his 
business to be surrounded by more difficulties and intricacies 
than could possibly exist in any other entei prise. Claiming no 
exception to the human rule, I am confident there is no more 
delicate problem of production and inventory control than that of 
the Walworth Manufacturing Company, As producer.s of pipe 
fittings, valves and tools made of cast iron, malleable, iron, brass, 
and steel, we arc required to have ready for .shipment at any 
time something over 2,^000 different fini.shed articles. In terms 
of conqileted parts this means several times that number of items. 

Our product goes to the building trades, to manufacturing 
plants, to the railroads, shiiibuilders, oil fields, and in fact every 
line of activity, in quantity. Although new construction of build- 
ings and equipment of all kinds play> a large part in our demand, 
by far the greatest tonnage is used in repair work, and therefore 
we are unusually subject to the necessities of ciuick delivery, We 
distribute this product, approximately 50.000 tons of finished 
material, through six of our own branches located in the largest 
distributing centers and through large jobbing and manufacturing 
customers. 

We have two factories, one in South Boston which produces 
under normal conditions something over 1,000 tons of finished 
goods a month, and in Kewanee, Illinois, a larger unit producing 
normally something over 3.000 tons monthly. .South Boston 
Works ships to the territory east of the .‘Vlleglienies and to our 
export customers; Kewanee Works covers the territory from the 
Alleghenies to the Pacific Coast. In geneva), the assortment of 
material produced at both plants is approximately the same. 

At the time of my becoming president, the Walworth Manufac- 
turing Company in 1913 had only one plant, located in South 

'Mr, Howarr! Coonley, president of the Walworth Manufacturins Company, 
contributed this discussion to the Harvard Business Rnnetv, vol. i, p. 385. 
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Boston, and its sales were approximately 15% of our present 
volume. Since the number of items which it was producing and 
storing was the same as at present, its production and inventory 
problem was fully as difficult. The methods used in ordering 
material were characteristic of those followed generally at that 
time — namely, to give a blanket manufacturing order to the 
superintendent when a shortage occurred and leave to his off-hand 
decision the determination of the quantity to produce. There was 
available no background of records on which to predicate a 
planning system. Figures showing the company’s condition were 
available only once a year. No estimate was possible of the cur- 
rent monthly profits and there was no classification of the product. 

A. Development of Cost Accounting by the Walworth 
Manufacturing Company 

Realizing the vital necessity of a more definite system of 
accounts to make possible an accurate method of control, we 
determined as a first step to divide our product into major classes 
and to use this classification in all our accounting. As a second 
step we decided to reconstruct our sales and production records 
over as long a period as was practical, and to use this informa- 
tion as a basis for a budgetary system. The necessities of the 
war and the changes in the company’s activities delayed the time 
at which our budgetary system could be started and it was not 
until the year 1922 that we obtained the full advantage of con- 
trol methods which are now a permanent and basic part of this 
company’s policy. 

For purposes of both accounting and production control, we 
had decided to divide our product into 15 groups and to break 
these groups down into 38 classes. From the time materials are 
put into production to the time they are billed to our customers, 
these classifications are maintained. By use of these classifica- 
tions through the summary accounting records, we can follow 
the movement of goods, through raw material and work in proc- 
ess, until they have passed out of our control into the market. 
The simplicity of such a cost accounting system is one of the 
great aids to interpretation of the productive processes going on 
within the company. 
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CHANGES IN ORGANIZATION 

While this simple cost accounting system was thus being devel- 
oped, there was also in progress a simplification of the organiza- 
tion. It was not an easy matter at first to define clearly the 
functions of the major executives. Of course, as is the ca.se with 
many companies who first apiiruach such a iiroblem in organ- 
ization, it is found tliat many persons are attempting to do the 
work which others feel should come within their jurisdiction. 
Lack of definition is bound to bring about much overlapping of 
duties. When this overlapping was eliminated from the major 
functions, we arrived at an organization showing three line vice- 
presidents — one in charge of production, one in charge of sales, 
and a third vice-president in charge of all administrative func- 
tions. And .since our bu.sine.ss has many technical aspects, a 
fourth vice-president in staff capacity heads up all functions per- 
taining to engineering. There are also, of course, the other usual 
corporation officers — secretary and treasurer. Therefore, six 
officers in contact with the president's office assume control of 
all branches of the business, each being given full authority in 
the direction of all activities within his control, and being held 
responsible for financial results, which our revised accounting 
system makes it possible to segregate. 

It was naturally necessary in turn to break down the activities 
coming within the jurisdiction of each of these vice-presidents, so 
that every subordinate would know his authority and responsi- 
bility. The major executives under the vice-president in charge 
of production, for instance, arc the Boston Works manager and 
the Kewanee Works manager. Under each of these managers is 
a complete but distinct organization, and the accounting .system 
is arranged to corre.spond with the authority of these officers. 
Each works has its own accounting records based upon the divi- 
sion into 15 groups and 38 classes, so that we may check costs 
and efficiencies between the two works on a comparable basis. 

This plan of organization and the development of an adequate 
cost accounting system had but one ultimate end in view. The 
company, which was developing rapidly, must for control pur- 
poses be just as easy to comprehend as the original smaller or- 
ganization. Responsibilities must be so clearly marked that 
there could be no sidestepping the results as indicated by the 
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accounting records. And thus was laid the foundation for a 
budgetary control which should make possible a ready indica- 
tion of the present status of the business and its future trend. 

B. Relation of Walworth Business to the Business 
Cycle 

Now, as this development was progressing, the facts about the 
business, which had been simply guessed at before, began to 
accumulate and shape themselves into definite “rules of the busi- 
ness.” We began to see that there was some rhyme and reason 
behind the past fluctuations in the business, and before long it 
seemed wise to inaugurate a statistical section which could run 
over the gathering figures and interpret them. Just how ex- 
tensive the activities of this section would become was not defin- 
itely laid down. At first it was simply thought that something 
could be accomplished toward finding out where the Walworth 
business stood with relation to general business. Some publicity 
was being given at that time by certain economists to the theory 
that each business had its own cycles just as distinctly as general 
business. These economists suggested that any industry might 
find out its own cyclical changes and learn whether its movement 
was severe or easy. Furthermore, they suggested that the indi- 
vidual industry would probably find that its cycles corresponded 
in point of time with the cycles of business in general. It might 
discover that its particular volume reached its high or low point 
earlier than general business; or again that the general business 
situation developed a definite number of months in advance of its 
own varying conditions. But the first and most important sug- 
gestion they made was that if each business knew that it was 
affected in response to general business conditions, and could 
establish its position with regard to the general business move- 
ment, it would have a sure index of changes of policy that should 
be made to meet its own changing conditions. 

The suggestion was in line with our own attempts at more 
definite control, for with the newly established organization and 
accounting methods to give us the facts, we needed only an indi- 
cator to tell us how to make maximum use of them. So the 
planning and statistics section had cut out for it an initial field 
of activity. The facts already at hand, compiled by the ac- 
counting department, became its raw material, and even though 
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the accounting plan had not yet been fully developed, there was 
much work that could profitably be done. 

The first experiments showed that a Walworth cycle did exist 
and that it was very marked. A curve representing this cycle 
action by a very .simple statistical process was worked back as 
far as 1890 on the basis of records available in the treasurer’s 
office. There seemed to be a fairly logical sequence over a period 
of a few year.s, and this .sequence seemed to repeat itself continu- 
ously. It is true that there was no definite clock-like action in 
the length of time consumeil by our business cycles, but there 
was a very definite cycle movement. The theory of the econ- 
omists seemed to be working itself out in practice. 

There had been for some time many advice letter.s coming in 
from business-forecasting agencies, which had been read with the 
usual casual interest by most of the executives, Tlie planning 
and statistics section requested that all these letters, after they 
had been read, be forwarded to its file.s so that at leisure they 
might be reviewed and made further use of. Instead of going into 
the waste-baskets of the executives, these letters became the text- 
books of our investors. As the staff became bettor acquainted 
with the good advice available, it seemed unprofitable not to 
make some tangible use of it. A very short study, in fact, made it 
apparent that our effort would be successful. 

In every instance we found some similarity bctivcen the Wal- 
worth business curve and that of the barometers under investi- 
gation. The variation was greater in some in.stances than others, 
but there were in each some comparable elements. We did not, 
at any time, hope to find any curve which exactly paralleled our 
own. .But we felt that if we could discover one which in the 
past had preceded or followed our own by a definite period, we 
could then accept the advice which that agency might give and 
adjust our plans forward or backward the exact number of 
months suggested by past experience. It wiis essential, however, 
that the number of months be very definite in order to provide a 
sound basis for policy planning and control purposes. 

It was with great satisfaction, therefore, that we began our 
study of the Harvard Economic Service issued by the Harvard 
University Committee on Economic Research. Their method of 
presenting business cycles seemed at first a little technical, but 
a short study proved it easy to comprehend, and their charts 
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indicating current status of business were much more definite in 
their forecasts than any others we had found. It was but a 
simple matter to change our cycle curve to a form which would 
enable a comparison with the Harvard B curve. The chart in Fig- 
ure 36 illustrates how this was accomplished. Figures for the 
same 12 pre-war years covered by the Harvard B curve were 
available. The war threw all barometers so far out of line that 
we did not attempt comparison during that period, but picked 
up the thread in 1919. It is generally conceded that more is to be 
learned with reference to normal business cycles from the pre- 
war years than from any later ones, and fortunately our records, 
though meager, supplied sufficient data to plot our line back to 
1903. 

There are three index lines on the Harvard chart and it would 
have been possible to attempt to compare our curve with any one 
of these. Had our business been speculative in nature, it would 
have been better to attempt correlation with the Harvard line 
representing speculation; or had it been primarily financial, we 
would have turned to the banking index for our comparison. But 
our industry is one of the bread and butter type of average busi- 
ness, so that it was evident from the first that the composite of 
the factors that control general business, the Harvard B line, was 
the one we should follow. The chart will show that our study was 
rewarded by finding an astonishing similarity between this B 
curve and the Walworth line.^ 

It was probably a matter of coincidence, that our high point 
comes in almost exactly the same month every time as the B line 
high point; and our low point is reached in almost the same 
month as the low point of the Harvard B line. The only excep- 
tion to this seems to be that in the years 1903-1905 we had two 
low points, with the “half high” point in tlie middle of 1904. We 

1 The numerical values of the curves of the Harvard Index Chart (pre-war and 
post-war) are shown in Tables A-II and A-III of Chapter XII, pp. 604 and 60S. 
For comparisons during the war period either the Harvard Index of Trade may 
be used or the Index of General Business Activity of the American Telegraph and 
Telephone Company, Tables A-I and C-I, p. 6oj and 611, respectively. The latter 
index is available back to 1877, and is useful for comparing statistics for years be- 
fore 1903. All of these statistics have been corrected for seasonal variation and 
long-time (secular) trend. Similarly adjusted indexes of the volume of manu- 
facture and mining and of employment for the years 1919-1923 are shown in 
Tables D-I— IV, pp, 617-621, The Federal Reserve Board’s Indexes of Retail Trade 
by Federal Reserve Districts discussed in Chapter V appear in Tables C-VI and 
C-Vn, pp. 61S-616, These indexes are corrected for seasonal variation but not for 
secular trend. 
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did not trouble ourselves to explain why we acted differently in 
this case from general business. Possibly in the middle of 1904 
the company cut prices too low and got in some extra business, 
but if some exceptional reason like this had been eliminated so 
that the sales were evenly distributed over 1903, 1904, and 1905, 
the low point would have accurately tallied with the B curve. 
The important fact which we observed was that this condition 
held true after as well as before the war. So again we found 
greater confidence in the Harvard curve than in other barometers, 
because no other that came to our attention showed a clear-cut 



Figure 371 Walworth Manufacturing Company sales compared with the business 
curve (B), 1019-1923 


cycle action in general business resumed in 1919, while the Har- 
vard curve made evident the fact that the normal cycle was 
resuming its activity in that year. (See Figure 37, above.) 

A close study of that chart will bring out one essential difference 
between the pre-war and post-war curves — ^particularly in 1921 
and 1922. There is now a faster rise in the Walworth than in 
the Harvard curve. We are beginning to think that this is due 
to our more effective planning and consequent prompter ship- 
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ment of our merchandise after receipt of orders. In those earlier 
days there was hardly a choice but to accept the orders as they 
were offered and then to arrange to produce the goods as soon 
as physically possible. Since we are now able to forecast demand 
we can manufacture to meet known requirements, and have 
speeded up to a marked degree the shipment of orders as they are 
received. This means that our index line, which is based on 
billings, will probably move ahead of the B line instead of with it. 
Of course time is necessary to determine this to be a fact. 

So we discovered that the second suggestion of the economists 
also found application in our practice. We had not only a busi- 
ness cycle of our own, but our cycle had a definite measurable 
relation to that of general business. And we were, therefore, in 
position to use in a very tangible way the forecasts which con- 
stantly pa,ssed through the planning and statistics section. For 
instance, very definite predictions are given for a full calendar 
year in advance as to the action that may be expected for this 
Harvard B line. And their forecasts in turn are fairly well sub- 
stantiated, at least as to general probabilities, by the other fore- 
casting services. 

C. Application of Cycle Theory and Data to 
Walworth Planning 

In the summer of 1921 we had our first opportunity to make 
use of our discovery. The Harvard B line gave definite assurance 
that general business was scheduled for an advance. Even when 
we were not prepared for it, our records showed that we had 
followed closely the general business trend. What could we ac- 
complish if we prepared for the increase in advance? Industry 
had just been through a bitter experience that made executives 
unusually cautious. But we had become firmly convinced by our 
studies, and such doubt as remained was finally brushed aside by 
further unquestioned evidence. At about this time the planning 
and statistics section solicited from the F. W. Dodge Corporation 
full information on building contracts awarded. It was tliought 
that the statistical barometers of that activity should prove very 
enlightening to a business such as ours, because of the nature of 
our product, which is so largely used in building construction. 
Again our business cycle curve was lined up with the cycle 
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activity shown by the building figures, and there seemed to be in 
this case not only a direct relation between our curve and the 
building curve so far as time of cycle changes was concerned, but 
also there was a very definite suggestion as to the extent of our 
business variation. Each year that building was ahead a given 
percentage over the previous year, our business seemed to go 
ahead by the same amount in the same year; and each year that 
building fell off by a certain percentage, our business decreased 
by the same percentage. We did not infer from this that building 
was the cause of Walworth demand, but rather that the same 
cause which determined an advance for Walworth, determined an 
advance for building. It was a case of the mathematical propo- 
sition that things equal to the same thing are equal to each other, 
so that the forecasts for building were very serviceable as a fore- 
cast for Walworth activity. Thus we had selected one outside 
barometer to indicate the length of time our curve might continue 
in its present direction before turning, and a second to suggest the 
degree of its elevation. As an illustration of how valuable such 
forecasting has been to us, it may be here mentioned that our es- 
timates of sales for 1922 were figured at about 42% increase over 
1921. As a matter of fact, building in 1922 advanced 43 % over 
1921, and our sales were within . 5 % of the forecast. 

It was mentioned earlier that our business went ahead within a 
calendar year by the same percentage that general building activ- 
ity advanced in the same calendar year. It is perhaps well to 
explain that in our business we must consider calendar years only. 
Our demand is so seasonal that in estimating the amount of 
business to be expected during any given set of months we can- 
not ignore the fact of the influence of seasonality within those 
months. For instance, the drop of January sales from December 
sales is 35%, averaged over a series of 10 years. This means 
that in some the drop is as high as 50% and in an exceptional 
case 60%. This is our seasonal variation at its worst, to be sure. 
However, from January there is a gradual rise to March with 
some falling off in April. May and June resume the stride set by 
March with again a decline in summer. But September tends to 
reach the March figure with the October figure normally much 
higher than March. November and December vary somewhat, 
but the average is for November to be slightly lower tlian October, 
and December the best month of the year. It is unusual if the 
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business cycle increase or elect ea^e from one year to another 
greater than or 2 5 Therefore, the seasonal influence 



Figure 38: General trends and seasonal tendencies in total Walworth billings 
comparable cycle years, 1801-1922 
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the greater, and to obtain a clear picture of the Walworth cycle 
we correct the year for seasonal trends and leave the seasonal 
problem to be taken care of after the cyclical trend has been 
found. 

As a matter of fact, it is not a difficult task to correct for the 
seasonal variation in order to find the cyclical trend. The third 
chart, Figure 38, illustrates our method of showing both seasonal 
and cyclical variations, and is the chart we used to compare similar 
periods in the past with a view to arriving at our estimates for 
the year 1923. Two points are brought out clearly in this chart; 
First, that although the seasonal variation of one year is not ex- 
actly like that of another year, yet there is a marked similarity; 
and second, that in no instance can we find an exact parallel to 
1923, for in none of these years did the trend line stay up high so 
long as we have reason to expect it to do in the present year. 

It will be noted that the chart displays a surprising similarity 
in the last half of the years 1892, 1902, and so on, which were 
found comparable to 1922, particularly in their seasonal tenden- 
cies, In every case a sharp recovery has taken place, the last 
months being far in excess of the January and February volume. 
In the same way we find the year following showing a decided 
downward trend, in one instance the November and December 
figures showing quite as low as January and February. 

For a number of reasons, we were able to draw forward our 
sales index line with some confidence. The number of months we 
might expect the line to remain at high levels was very definitely 
forecast by outside agencies. Again, the amount of increase be- 
yond 1922 was fairly well suggested by reliable figures. Finally 
there was a good background for plotting our seasonal areas to 
the trend line as we had extended it through 1923. This back- 
ground was supplied by plotting out three “assumptions” and 
then by process of elimination using the most likely one. 

The fourth chart. Figure 39, shows these assumptions, any one 
of which might seem at first to fulfil the conditions. But after 
super-imposing on the cyclical trend the seasonal variations, it was 
evident tiiat the second curve, called “Assumption B,” was much 
the most logical. Any volume of sales greater than that amount 
must be secured by greater efficiency in supplying the market 
through salesmanship, backed up by unusual cooperation of the 
works, and by complete utilization of the improved market facili- 
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ties which have been provideil for some of our merchandising 
units. 



Figure 39: General trends and seasonal tendencies possible and probable in 1933 
monthly billings for comparison with comparable cycle years 
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It was on the basis of Assumption B, therefore, that we laid 
out our preliminary production program for 1923. Naturally the 
sales estimate had to be broken down into class production facili- 
ties before even the preliminary control instructions could be 
issued. But having arrived at these class requirements we had a 
definite basis for setting up material and labor requirements, and 
for estimating financial demands. 

It is not to be thought that this initial program for the year is 
adopted once and for all without current revision. So far as the 
production policy is concerned, there is established each quarter 
an estimate of actual sales requirements upon the two works as 
it appears at the time of making such a quarterly estimate. This 
quarterly estimate goes from the sales department through the 
planning and statistics section to the vice-president in charge of 
production, who uses it as a basis for formulating his quarterly 
production and purchasing programs, and for allocating the pro- 
duction between the two works. Nor is this the final step in the 
control. Each month before the existing production orders are 
completed or new ones are received, each works manager sends 
to the planning and statistics section a statement of his proposed 
production by each of the classes for the coming month. The re- 
ports are coordinated and sent for review to the general office ex- 
ecutives primarily interested, particularly to the vice-president in 
charge of production for final review. Although at this time 
some of the work may be in process, it is yet possible to revise 
the production downward and to curtail purchases to some extent 
if desirable, or otherwise to revise the actual policies for the cur- 
rent month. 

D. Budgetary Control or Sales, Purchases, Receipts, and 
Expenditures 

In addition to control of production, there are naturally many 
valuable adjustments that can be accomplished by advance infor- 
mation of the type we have discussed. The most valuable is pro- 
vided by the monthly budget of sales, purchases, pay-roll, and 
cash, which is our business thermostat. This budget serves to 
control the expenses and finished material purchases of the mer- 
chandising units which deal considerably in resale items as well 
as Walworth materials. Further, this budget serves as the trea- 
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surer’s advance notice of probable cash requirements several 
months in advance of the actual requirement date. 

On the tenth of the month previous to the one under review, 
schedules are sent to every unit which makes sales and therefore 
collects money, or which purchases materials and therefore dis- 
burses cash. By the twentieth of that month these schedules are 
all received back in the office of the planning and statistics sec- 
tion and are combined into a master-budget sheet, letter-paper 
size. This sheet is designed, as shown in Table 7, page 100, to 
give a summary picture of the activities of the whole company. 
First, billings, by units, are set over against purchase invoices to 
be received and accrued pay-rolls, by the same units. Then there 
are set against each other cash receipts and cash disbursements, 
both by similar units. The first set of columns on the accrued 
basis suggests readily the relation between commitments and 
sales income. Because of our usual terms of credit these two 
columns very definitely suggest the probable cash conditions 60 
days hence; and the company’s total of commitments when com- 
pared with sales suggests the current month’s profit. The two 
next columns, or the “cash” columns, suggest probable cash 
position during the following 30 days. From the treasurer’s 
view-point, these cash columns will indicate the degree to which 
he may liquidate current borrowings from the banks, or the 
amount which he must provide to guarantee financing the inven- 
tory increase. Of course all this activity could not go on without 
inter-company exchange of goods, particularly from the works to 
the branches, so two more columns show, by units, inter-com- 
pany sales and inter-company purchases. 

From this “set-up” there can then be observed for each unit 
upon a single line across the sheet a summary of its condition as 
an individual entity. Sales to customers plus inter-company sales 
represent income. Purchases from outside vendors plus pay-roll 
plus inter-company purchases represent total commitments made 
for securing the sales of the month. Or, if there is any change in 
inventory, after a rough allowance for usual profit on sales, it is 
readily determined just how much each unit may be changing 
its inventory condition. Analysis in this form is carried out in 
Table 8, shown on the following page. 

Such a summary for budgetary forecasting and control would 
not, of course, be possible had not the earlier groundwork been 
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prepared. The reason it is a simple matter to obtain from each 
unit head an estimate of his own budget is because he knows very 
definitely just what his jurisdiction covers, and can obtain from his 
accounting records, over at least two or three years, the basic data 
necessary for him to use in estimating the future. 

And again we find an opportunity to improve this estimating, 
because it is possible to prepare, with the expenditure of but a 
few hours’ time every week, a summary of actual figures, which 
shows us, currently, how closely our performance is meeting the 
estimate. This weekly summary of the actual status of the com- 
pany is also prepared on a letter-size sheet of paper. It is set up 
in exactly the same arrangement as the master estimate for the 
month so that direct comparison item by item and unit by unit 
can be made. It is readily discernible on the fifteenth of the 
month from the weekly master budget report coming out at that 
time, whether or not, for instance, our Chicago Branch is likely 
to spend more in the month than it first anticipated. The 
branch in such a case is supposed to have previously notified us 
that the estimate was in error. But the weekly reports would 
develop the situation automatically. 

Immediately after the end of the month, approximately 15 days 
before the final detailed auditor’s statements can be made avail- 
able, the planning and statistics section, from the current ac- 
counting sheets as they pass over the desk, abstracts figures for 
preliminary reports issued to the officers in charge of activities. 
These reports cover monthly tonnage of orders received, ship- 
ments and production, actual purchase commitments, pay-roll, 
cash receipts and cash disbursements. There are issued a few 
other preliminary, yet essentially accurate actual reports on 
activities necessary for current control. When the auditor has 
made out his detailed reports according to the accounting classifi- 
cation, the planning and statistics section issues comparison 
letters for the various estimators. This is done so that the 
estimators may have the lump sum actual totals for the month, 
in the same form in which they estimate by items for future 
estimates; and also in order that they may know how far their 
actual figures vary from the estimate. When some exceptional 
condition causes the variation between the actual and the esti- 
mate, this is explained by the planning and statistics section, but 
ordinarily the estimator is expected to find the reason for himself. 
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Perhaps the thing that is most significant in our budgetary sys- 
tem is the simplicity with which it has been possible to operate it. 
The present work is carried on by three clerks in the general 
office. The budget is of such a nature that it groups itself into two 
rush periods during the month, and this makes it possible for the 
same group of clerks to do the necessary research study when the 
actual budget work is not pressing. It has not yet been neces- 
sary to search for figures that were not readily available from the 
accounting system as it had been developed with a view to 
budgetary control. With the records accruing from initial ac- 
counting, it has required but little rearrangement and interpre- 
tation of the facts at hand to present them in form for applica- 
tion to budgetary needs. Yet this is one of the greatest benefits 
to be derived from the budgetary procedure. 

It is quite generally conceded by those who first had objections 
to estimating for the master budget that they would not now 
consider giving it up. One of these executives, who had thought 
that time given to budget estimating would be wasted, has since 
said that he now realizes that he never before had a real grip on 
his job. The requirements upon him to estimate the future have 
forced him to analyze the present. There can be no question that 
every executive of our company has a knowledge of his duties 
that he never had before. 


CONCLUSION 

Were I unfamiliar with a control system of this type and read- 
ing a crude outline of this kind, I am conscious that I should be 
saying to myself, “All this is very well, but what does it accom- 
plish? This may be a good recipe, but ‘the proof of the pudding is 
in the eating.’ What has the budget really accomplished for the 
Walworth Manufacturing Company?” 

Here are the results for the year 1922: Our actual sales came 
within . 5 % of our estimate. Cumulatively the first six months 
were 8% in excess of the estimate; the first nine months were 
4.3%, but the full year’s figures were so close to the estimate 
as to be a coincidence. We do not expect again to equal this par- 
ticular record. We have reason to believe that the earlier months 
of the year were thrown out of line because of our increased 
ability to ship promptly. Having advance information, we were 
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able to decide on a production plan that would give us an even 
flow of material throughout the year, building up our stocks in the 
spring and summer months to meet the fall demand. This ac- 
complished not only better service to our customers but greater 
economy of production, more even employment for our workmen, 
and a great decrease in labor turnover. It enabled us to anticipate 
our material requirements and to take advantage of low price 
conditions. It gave our treasurer exact information as to finan- 
cial requirements. It made it possible for me to place before our 
directors a definite estimate of the amount of money that would 
be involved in producing in advance the excess stock necessary 
for fall delivery, and it justified them in adopting the program 
because I could assure them that this investment could be liquid- 
ated before the end of the year. It enabled us to set up an ideal 
inventory for the end of the year to work toward final liquida- 
tion to this ideal point. It proved that this inventory control was 
practicable because we came within the limit set by my office. 

Of all these benefits, probably the greatest has been our ability 
to operate on an even basis throughout the year. Under the old 
conditions we could have produced 16% of our total requirements 
in the first quarter; 22% in the second quarter; 28% in the 
third quarter; and 34% in the fourth quarter. In 1922 it was 
possible to equalize approximately the quarterly production fig- 
ures. In these days when seasonal employment is one of the 
country’s greatest problems, when labor turnover is great and 
when an actual shortage of labor has occurred, continuous em- 
ployment at fair wages is the stimulus to the good workman that 
no temporary attraction can equal. Carried over a period of 
years it will secure the type of labor that makes for economy and 
efficiency. This does not mean of course that we can counteract 
the cyclical fluctuations. The fact that we are able to take care 
of this problem within each calendar year is a substantial step in 
the right direction. 

Budgetary control is now one of the fundamental policies of 
the Walworth Company. It is our record of the past, our index 
for the present, and our guide to the future. We believe it to be 
an essential factor in our success.^ 

'See also “How the Walworth Company Looks Ahead," by J. H, Barber, Ad- 
ministralion, vol. s, PP- S^Si 659! Management and Administration, vol. 6, pp. 29, 
191. 313, 4S3> 581, 72s. 
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FINANCIAL PROBLEMS 

A. SOME CONSEQUENCES OF THE CRISIS OF 1920 

I. BALBOA FISHERIES — REORGANIZATION FOLLOWING MANAGE- 
MENT BY creditors’ REPRESENTATIVE^ 

The Balboa Fisheries, located in Neptune, a city with a popu- 
lation of 25,000 on the coast of New England, was formed in 
1906 by a consolidation of six companies. The company’s sales 
increased gradually until 1917, and then rapidly in 1918 and 
1919 to meet war conditions. When prices declined in 1920, 
the Balboa Fisheries was unable to meet maturing obligations. 
A receivership followed, and when a plan of reorganization was 
proposed in 1923, the stockholders had to decide whether or not 
to pay the assessments specified. 

General Structure 

The four largest companies, which had been keen competitors 
before 1906, were located in Neptune. The other two companies 
were farther north. At the time of consolidation, the officers of 
each were confident that economies of operation and an increase 
in total sales could be secured. Two of the companies did not 
own ships, but possessed superior plants, while two others had 
fleets of vessels, and one of them an established shipping trade. 
The consolidation used slightly more than sofo of the fish 
brought to Neptune. The officers of the consolidation, who came 
from the component companies, were thoroughly familiar with 
the fish industry, since they had been engaged in it for periods 
varying from 10 to 25 years. 

The operations of the company were divided into two prin- 
cipal parts, namely, fishing, and the packing and sale of dried 
and cured fish. In 1918, the fishing was carried on by a fleet 

’.See “Creditors’ Committee Receiverships,” by Arthur S. Dewing, Harvard 
Business Review, vol. i, p. 31. Professor Dewing presents the view-point of the 
banker-creditor rather than that of the stockholder of an embarrassed concern. 

109 



PROBLEMS IN BUSINESS ECONOMICS 


110 

of 88 vessels, of which 6i were owned by a subsidiary of the 
Balboa Fisheries, the Balboa Vessels Company, and 27 were 
owned jointly by the company and the individual captains. The 
policy of joint ownership had been followed in order to encourage 
thrift on the part of the captains, and in order to maintain a 
close relation between the company and men thoroughly ac- 
quainted with fishing. Many of the vessels had been built for 
captains who invested their savings in them; the ownership 
ordinarily was divided into shares, of which the captain owned 
a number and the Balboa Vessels Company the rest. In 1918, 
the vessels were valued on the books of the Balboa Vessels Com- 
pany at $670,000. This valuation was conservative, as evi- 
denced by the fact that an appraisal company then valued them 
at $1,200,000 after depreciation. There was a steady demand, 
furthermore, for fishing vessels, since construction of ships of 
this type had been curtailed during the war. All the stock of 
the Balboa Vessels Company was owned by the Balboa Fisheries. 

Approximately 1,000 men were engaged on tlie vessels in which 
the Balboa Fisheries was interested. The captain of each ship 
decided the time to sail, and each voyage was undertaken on a 
profit-sharing basis under an agreement called a “lay.” While at 
sea, the captain could decide where to fish and where to convey 
his product. In practice, however, each captain kept in communi- 
cation with the president of the company, who advised him of con- 
ditions and of prices at various ports. The captain of each ship 
entering a port after a catch ordinarily sold a portion of the 
cargo in the fresh fish markets where a higher price could be ob- 
tained for a limited quantity than the Balboa Fisheries was will- 
ing to pay for its raw material. When one of its vessels returned, 
however, the Balboa Fisheries held itself in readiness to purchase 
the entire cargo at the prevailing price for fish for salting. When 
a voyage was completed, the profits were divided among the cap- 
tain, crew, and the Balboa Vessels Company according to the 
“lay” agreed upon when the voyage was undertaken. In addi- 
tion, the Balboa Fisheries purchased about 50% of its raw mate- 
rials from vessels in which it had no interest. Since the companies 
in Neptune were accustomed to pay the same price for their fish, 
the good-will which any one company had among fishermen was 
important in the determination of how much raw material was 
offered to it. The officers of the Balboa Fisheries held the esteem 
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of the fishermen and were able to secure an adequate supply of 
fish. 

When an underwriting was considered in 1918, the president 
of the Balboa Fisheries outlined the condition of fishing labor. 
He stated that every fisherman was a working partner rather 
than an employee of the company. The profits of every voyage 
were distributed on “shares”; hence the supply of fishing labor 
depended on the demand for fish. When prices were low, the 
fishermen left the sea for occupations on shore. This caused a 
reduction in fishing activity, and a diminution in the supply of 
fish. Increased prices followed, and the pursuit soon became 
more remunerative. The fish industry, therefore, had a distinct 
advantage over those in which capital employed labor, inasmuch 
as the supply of labor fluctuated directly with the activity of the 
industry rather than inversely to it. In support of a statement 
that the Balboa Fisheries had satisfactory relations with its 
employees, he cited the fact that 60% of them had been employed 
for at least 10 years. 

The second principal function of the Balboa Fisheries was to 
clean, salt, cure, skin, bone, smoke, and can the fish. Five plants 
were maintained at Neptune and two at other seacoast towns. At 
Neptune, likewise, plants were maintained for the manufacture of 
nets and seines, the manufacture of sails, and the repair of fishing 
equipment. About 600 employees normally were required, to 
conduct all the shore activities. 

Distribution 

In addition to fresh fish, of which the vessels in which the 
company was interested supplied about 20% of the New England 
demand, the products of the Balboa Fisheries included canned 
and boxed codfish, canned fish and potato, chowder, flaked fish, 
fish balls, and cod liver oil. The name “Balboa” was advertised 
extensively in the United States. Distribution was secured 
through branches in New York, Chicago, and Boston for neigh- 
boring territories and through the efforts of brokers’ salesmen in 
the rest of the United States. The brokers received commissions 
on orders sent direct to the company as well as on those which 
they themselves transmitted. In addition to its own brands, the 
company produced private brands to the extent of about 40% of 
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its total output. These were distributed among 150 wholesalers 
and fancy grocers, at prices approximately 5% below those ob- 
tained for its own brand, although the cost to the company to 
pack private brands was from 3% to 4% higher. The company 
retained its private brands in order to maintain its total volume 
of sales, but it was endeavoring gradually to increase the propor- 
tion of fish sold under the Balboa trade-mark. 

Fish was sold in South America, the West Indies, Greece, and 
Italy. For this export trade, dried fish chiefly was in demand. 
Because of the habits of the people in these countries, the fish had 
to be prepared differently for each. The prices secured were 
lower than those received for the highest quality of product for 
domestic consumption. Sales were made through firms of ex- 
porters in New York and Boston on 30- to 60-day contracts. 

The sales of the company during the first 10 years of opera- 
tion, from 1906 to 1916, averaged $1,850,000. In none of these 
years did they exceed 119% of this average, nor did they fall 
below 86%. The profits averaged $79,000 per year. The mar- 
gin of gross profit remained relatively constant and the cost of 
the raw material varied little from 64% of the selling price of 
the products. In 1918, the distribution of sales was as follows; 


New England 24% 

Middle Atlantic States 20% 

Middle Western States 12% 

Northwestern States 10% 

Southern States 8% 

Pacific Coast 6% 

Foreign 20% 

Total 100% 


Shortly before 1918, the company had decided not to continue 
shipments to retailers except to a few fancy grocers who were 
purchasiiig private brands. The officers held the opinion that 
since the profits of the company were dependent chiefly on the 
quantity of output, distribution through wholesalers was the most 
effective way to market the fish. Since the products were semi- 
perishable, furthermore, if wholesalers carried stocks from which 
shipments could be secured at short notice, the company avoided 
the dissatisfaction sometimes incurred when retailers were en- 
couraged by quantity discounts to purchase larger quantities 
than they could dispose of conveniently in a period of a few 
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weeks. In previous years, the company had entered into con- 
tracts with distributers for the delivery over several months of 
fish products. In 1918, however, the directors decided that con- 
tracts were not an advantage to the company except to make pos- 
sible a schedule of production conforming better to demand. 
Frequently orders were canceled when prices declined, and when 
prices were rising the company was deprived of profits. Conse- 
quently, contracts of no more than 60 days’ duration were made 
after this time. 

Exclusive agencies were not granted by the Balboa Fisheries 
and the company did not insist that retailers carry its products 
to the exclusion of those of its competitors. It was considered 
that the most effective sales could be secured under open com- 
petition. Because of the prospects of fluctuation in freight rates, 
the company inaugurated the policy in March, 1918, of billing 
its products f.o.b. Neptune, instead of paying freight to desti- 
nation. This procedure was expected to avoid difficulties of price 
adjustment. 

Expansion 

On January i, 1917, the Balboa Fisheries purchased the Sweet- 
ser Fisheries located in the city of Neptune. To finance this 
purchase, $500,000 of 7% preferred stock was issued.^ Garland 
and Company, a firm of investment bankers, which underwrote 
the issue, was paid chiefly in common stock, a portion of which 
was distributed among the members of the selling syndicate. 
Sales increased proportionately to the increased investment dur- 
ing the next two years and were enhanced by the increased 
demand for fish wWch resulted from war conditions; in 1917, 
gross sales were $3,513,000, and in 1918, $6,564,000. The profits 
for these years were $240,000 and $615,000, respectively. The 
actual increase in output was somewhat smaller than the figures 
indicated because of the increase in prices. The expansion in 
physical volume of sales, however, was about 37%. 

In order to finance this increased volume of sales and the in- 
creased inventory, it was necessary to borrow extensively.^ For 

’The stock was redeemable at no and accrued dividends; $25,000 was to be 
placed in a sinking fund each year as was an amount equal to the amount by which 
common dividentS exceeded 

inventory on March 31, 1916, was $333,000; on March 3r, 1917, it was $856,- 
000; and on March 31, 1918, $1,324,000. 
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this purpose bank lines were utilized and paper was sold on the 
open market. From 1916, to 1918, notes payable increased 
from $266,000 to over $1,100,000. In order to supply the in- 
creased demand for fish, the company constructed an additional 
plant, and, chiefly on account of the foreign demand, established 
SO receiving stations along the coast of Maine and Canada. At 
many of them, storage sheds were maintained from which fish 
could be shipped to Neptune by railroad or by vessel in the slack 
fishing season. The investment in each station varied from 
$1,000 to $10,000. 

The officers were convinced that the increase in fish sales was 
to continue. They expected that, stimulated by its use during 
the war, the people would become more accustomed to fish as a 
food. The average consumption of fish in the United States was 
only 13 pounds per person per year, whereas in England, the 
average was 57 pounds and in Japan, 70 pounds. The officers 
estimated, furthermore, that canned fish could be produced at a 
profit under any conditions, since the cost of raw material bore 
the same relation to sales under conditions in 1918 as in the 
preceding lo-year period. 

In order to fill the increased volume of orders, the question of 
increased capital was considered, and in August, 1918, it was 
determined to retire the $500,000 of 7% preferred stock then 
outstanding and to issue $1,400,000 of 8^0 preferred stock\ 
Garland and Company undertook to dispose of this stock in 
return for common stock in payment of its services. At the 
time the issue was put on the market, the bankers offered to 
exchange ii shares of new preferred stock for 10 of the old, 
which was equivalent to the redemption of the old preferred at 
no, as provided by the agreement. Since the new issue was 
marketed at 103, the old stockholders who took advantage of 
this offer were given a 3 point advantage over the new subscrib- 
ers. In order to increase the amount of common stock at this 
time from $1,676,000 to $2,218,000 and to increase the surplus, 
the good-will account was increased. 

The increased capital invested in the company enlarged the 
suppl y of bank credit of the Balboa Fisheries and enabled it to 

*The agreement covering the new issue provided that no mortgage could be 
placed on the property without the consent of two-thirds of the preferred stock 
outstanding. The whole issue or any part of it was redeemable at no. A sinking 
fund of $70,000 annually was to be set up. 
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carry the increased inventory and accounts receivable necessary 
with the increased sales. It permitted the company, further- 
more, to invest several thousand dollars in vessels and additional 
plant and equipment. Early in 1919, the bankers became aware 
of the inventory of over $2,000,000 and suggested to the Balboa 
Fisheries that an effort be made to liquidate. Over one-half 
the total, however, was in the form of dried fish suitable only for 
export. 

The demand for fish for export declined suddenly in 1919, and 
the officers deemed it advisable to hold the finished product in 
expectation of higher prices later in the year. In July and 
August, 1919, a strike occurred among the fishermen which cost 
the Balboa Fisheries from $100,000 to $200,000. Since it oc- 
curred at the time of year when mackerel was easiest to catch, 
the Balboa Fisheries was deprived of a substantial profit. In 
the meantime, the price of fish had been declining steadily, and 
in December, when an effort was made to dispose of the inven- 
tory, the railway car shortage which occurred at that time and 
the ice which blocked the Neptune harbor prevented prompt 
shipments. Sales for the year ending March 31, 1920, were 
$5,475,000 as compared with $6,573,000 in 1919, and instead of 
a profit of $420,000, a loss of $59,000 was incurred. At the 
same time, inventories were reduced only $412,000, whereas, if 
the fish could have been sold as easily as previously, the amount 
of finished product would have been reduced by more than 
$750,000. 

When the bankers were confronted with this situation, they 
observed the finances closely throughout the next three months. 
They insisted that both common and preferred dividends be 
passed in June, 1920, and threatened to put the company into 
receivership unless their representatives were placed in charge 
and allowed to manage the company until the bank loans of 
over $2,000,000 were liquidated. In an endeavor to avoid the 
publicity caused by such a step, the directors assented to a presi- 
dent selected by the creditors. 

Liquidation 

The liquidation of the inventories as rapidly as possible, and 
the reduction of the manufacturing overhead were the outstand- 
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ing necessities at that time. When the president came into office, 
inventories amounted to over $2,500,000. Foreign demand for 
fish had temporarily disappeared, and domestic sales were low 
because of the stocks held by the distributers. In order to sell 
the fish, however, the president determined to grant 5% instead 
of the 2 >4%) commissions which had been in effect with brokers. 
It was also decided to build up an extensive selling organization 
to dispose of the material at whatever sacrifice was necessary. 

Prices through 1920 and 1921 for large export cod per 448- 
pound drum were as follows: 


January, 1920 

October, 1920 

"nprfimhpr T^ 5 n 

$ 4 S 

45 

38 

February, 1921 

April 192 1 


June, 1921 

October, 1921 

i 

November, 1921 

32 


By December, 1921, the inventory account had been reduced 
to $615,000, of which $420,000 represented fish. The president 
stated that he deemed this to be the smallest possible amount 
which could be carried without endangering the ability of the 
company to fill orders expeditiously. On the original amount a 
loss of $1,000,000 had been taken because of price declines. 

In order to reduce the overhead, the president had closed all 
but two of the plants owned by the Balboa Fisheries, and was 
endeavoring to sell the idle ones. Since the only possible pur- 
chasers for fish plants were competitors of the Balboa Fisheries, 
and since the competitors were all in substantially the same 
financial position, the buildings were difficult to sell. Losses in 
vessels and vessel supplies to the sum of $175,000 over the amount 
in reserve for this purpose had been incurred in the liquidation 
of assets. Thirty of the northern stations had been sold with a 
loss of $92,000. Holdings of Liberty bonds had been disposed of 
at a loss of $29,000. Receivables had been written off to the 
amount of $111,000. 

In order to reduce the fixed charges and operating expenses of 
the Balboa Fisheries, the president determined to discontinue 
the private brands except when orders were secured in 25-case 
lots. This ruling was designed to permit production on a larger 
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scale and to allow manufacturing economies which were deemed 
necessary. The president stated that price must be an attrac- 
tion in the sale of fish and that a high price would decrease the 
sales volume. Reorganized operating methods were adopted. 
The president believed that it was advisable for the company to 
know its process costs, which it had never determined accurately. 
Consequently, a system was adopted whereby raw material was 
valued in the inventory at average cost. Cost of sales was com- 
puted on schedule costs and inventory adjustments were made 
when necessary. A stock control system was established which 
permitted a reduction in inventory of $100,000. Obsolete ma- 
terials were sold for $62,000. The president established an 
employment department to regulate the transfer of men from 
one department to another in order to reduce labor costs. A 
bonus system of payment was put into effect for a portion of 
the employees. With no increase in personnel a planning de- 
partment was established to assure a more even rate of produc- 
tion; a machinist department was added to make repairs on 
vessels at low costs, and a trucking division was organized to 
facilitate deliveries. 

During the first year of the bankers’ operations, sales 
amounted to $3,628,000; during the second, $2,033,000. The 
president attributed this tremendous decline to general business 
conditions; to stocks outstanding in the hands of wholesalers 
and retailers; to a general preference among the people of the 
United States for meat when the use of fish was not regarded 
as a patriotic duty; to the company’s lack of credit for the 
purchase of a few of the more expensive grades of fish; to an 
unusually small mackerel catch for two years, which netted 
losses instead of profits; to the continued high prices for cans, 
which prevented any substantial reduction in the price of canned 
fish products, and to the lag in reducing the expanded organiza- 
tion. It had been necessary to retain unproductive employees 
while the liquidation was progressing. In the judgment of the 
president, his reorganized operating methods had effected a 
saving of $159,000 per year, and if sales for the following year 
amounted to $2,000,000, he expected a trading profit of 25% 
upon all sales above that amount. It was recognized that sales of 
this volume were not certain, but the president was hopeful that 
results would be profitable. 
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Negotiations for Reorganization 

Soon after its formation in June, 1920, the creditors’ com- 
mittee entered into negotiations with Garland and Company for 
a reorganization. The firm considered itself responsible to the 
preferred stockholders to whom the stock had been sold and in 
February, 1921, on the basis of the estimated balance sheet of 
the Balboa Fisheries as of the end of the fiscal year, April i, 
offered to underwrite a $350,000 first mortgage bond issue on 
the Balboa Vessels Company. The creditor banks promised to 
lend money to Garland and Company on these securities as 
collateral until they should be sold to the public. When the 
figures were compiled on April i, however, the liabilities to 
noteholders were $1,453,000 instead of the $800,000 expected 
and the statement was so far inferior to that predicted by the 
president that Garland and Company refused to carry through 
the underwriting. 

The preferred stockholders did not hold that the creditors 
and their representatives were in a position to manage the com- 
pany in the interest of the owners of the equity. The salaries 
of the employees in both manufacturing and selling divisions, 
as well as the commissions of brokers, had been increased. The 
president stated that this was for the purpose of disposing of 
inventories as rapidly as possible. Repairs which the captains 
had been accustomed to do without charge had been made on 
vessels by the repair department. In the opinion of stock- 
holders, private brand sales in 2S-case lots only were not con- 
ducive to permanent good-will. The manner in which export 
shipments were made, furthermore, had resulted in ill will 
among consignees. In at least one instance, two importers in 
Cuba had received simultaneously shipments which were too 
large to dispose of conveniently, so that price cutting followed. 
In order to safeguard their interests, the preferred stockholders 
on February 25, 1922, formed a protective committee of inter- 
ested stockholders and through it endeavored to perfect a plan 
under which the creditors would be willing to resign the control. 

On March 23, 1922, the preferred stockholders’ committee 
offered to pay the creditors all the unessential cash then in the 
treasury, and one-half the sums obtained from the liquidation 
of assets as soon as received if the creditors assented to a man- 
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agement selected by the preferred stockholders and agreed not 
to petition for a receivership for a period of one year. 

On March 28, 1922, the creditors’ committee declined this 
offer, with the statement that the bankers were not ready to 
accept the additional risk which was incurred by this extension 
of time, unless they were assured that further capital was forth- 
coming. If such assurance were made, a change in manage- 
ment would be acceptable. 

On March 29, 1922, the president published a plan which 
he submitted to the common and preferred stockholders. It 
provided for the issue of $1,000,000 of first mortgage bonds to 
be accepted by the noteholders at par. The company was to 
pay the creditors $431,000 in cash and the stockholders were 
to subscribe to $175,000 of 8% preferred stock at par; 17,500 
shares of no-par common stock were to be given to the sub- 
scribers, ro shares for each share of preferred. Under this 
reorganization plan, the old common and preferred stock was 
valueless except that three option warrants per share of the 
preferred stock were given to each preferred stockholder, which 
entitled him to the purchase within two years of three shares of 
common stock at $10 per share. The proceeds of these sub- 
scriptions were to retire the first mortgage bonds at par. The 
common stockholders were to have the privilege of subscribing, 
subject to allotment, to new preferred stock with a bonus of 10 
shares of common stock for each share of preferred. Since it 
was feared by the preferred stockholders’ committee that this 
plan might result in the permanent transfer of control to the 
temporary management, it refused to recommend this plan of 
reorganization, unless modifications were made. It insisted that 
the old stockholders who did not subscribe to new stock be 
given some common stock, that the old common stock be given 
more favorable terras, and that a change in management be 
assented to by the creditors. 

On April 24, the banks rejected the proposed modifications 
and suggested that mortgage bonds be given them for $500,000, 
together with liens on the , movable assets of the company for 
the balance of their claims. The preferred stockholders declined 
this offer, and stated they would not oppose a receivership, pro- 
vided two men were appointed of whom one should be desig- 
nated by the preferred stockholders’ protective committee. The 
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creditors’ committee objected to the arrangement but finally 
consented when the stockholders suggested that they would 
oppose the action in court on the ground that many of the losses 
had been incurred during the administration of the creditors’ 
management. On May 27, 1922, two receivers were appointed. 
If these two men did not agree on any action, recourse was to 
be taken to the court which appointed them, for a decision. In 
making the appointments, the judge stated that he considered 
a receivership to be far more equitable for the stockholders than 
the existing management. 

Meanwhile, the financial statement for the fiscal year ending 
March 31, 1922, had been published. Sales had amounted to 
$2,033,000 and the total loss for the year, $468,000. Immedi- 
ately after April i, a payment of $500,000 was made to the 
creditors so that over half the original indebtedness had been 
liquidated. The amount had been reduced to $984,000 from a 
high mark of $2,018,000 on June 30, 1920. The notes were 
held by many banks and by some industrial companies and by 
six reserve city banks, each of which originally had owned from 
$50,000 to $200,000 of paper. One of the fish plants already 
had been sold, as had 22 of the vessels, so that the company 
obtained only about 20% of its fish from its own ships. 

On August 7, 1922, the preferred stockholders presented an- 
other plan. The banks were to replace in the company $116,000 
of the $500,000 which had been paid them immediately prior to 
the appointment of the receivers, in order to leave a total bank 
indebtedness of $1,100,000. A new company was to be formed 
to purchase the assets of the old, and in exchange for their notes, 
the creditors were to accept $1,100,000 first mortgage bonds of 
a total issue of $1,275,000. With the remaining $175,000 of 
bonds and with 17,500 shares of a total issue of 35,000 shares of 
no-par-value stock of the new company, cash was to be secured 
from the public. Fourteen thousand shares of stock were to be 
exchanged share for share with the $1,400,000 of preferred 
stock then outstanding. The remaining 3,500 shares were to be 
reserved for general corporate purposes. It was provided in the 
mortgage indenture that no dividends should be paid on the 
common stock until the quick assets of the company should equal 
175% of the entire indebtedness. Any payments on indebted- 
ness were to be made on that portion of the notes held by the 
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creditors. If any default in payments was made or if after two 
years there was no improvement in the condition of the company, 
the creditors were to have the privilege of requesting a sale of 
the assets and of reinstalling their own management. 

On September 6, the creditors refused the above plan but 
agreed to accept $500,000 of bonds, $200,000 of short term notes, 
and $284,000 in cash. 

On September 15, the preferred stockholders’ committee stated 
its opinion that no individual could be expected to provide cash 
to purchase bonds at par when the return to him was to be no 
larger than that to be obtained by the existing unsecured credi- 
tors. The investment in such bonds amounted to the voluntary 
assumption of the status of a noteholder with a position admit- 
tedly inferior to that of a possessor of cash. If, however, a possi- 
bility of greater returns were permitted, money might be secured. 
It offered the creditors $500,000 of bonds and $484,000 of pre- 
ferred stock, if it were permitted to purchase the assets of the 
corporation. 

The creditors’ committee, however, held the opinion that any 
further extension of credit by its depositors was prejudicial to 
their interests unless further capital was invested in the com- 
pany. Hence, on December i, 1922, it petitioned the court for 
a sale of the assets of the company. The preferred stockholders 
showed that there had been a profit of $28,000 since the appoint- 
ment of the receivers, that slow assets had been liquidated to 
the amount of $175,000, that expenses had been curtailed by 
the receivers, and that the company was in a better financial 
condition than it had been for three years. They alleged, con- 
sequently, that it was unfair to the preferred stockholders to 
be forced to part with so large a portion of their equity at a 
time when there was every possibility that additional money 
could be secured on the basis of current earnings. The cred- 
itors, on the other hand, saw no reason for delay if they could 
secure their claims and insisted on placing the question before 
the court. The judge ruled, however, that the receivership 
should continue until a clearer estimate of the future of the 
company could be made, but indicated that he was not inclined 
to continue the receivership much beyond one year. 

Operation Under Receivership. With their appointment, the 
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receivers had reduced prices of finished products nearly 20% 
in an endeavor to increase sales. The results were not in accord- 
ance with expectations, however, for the sales of the first four- 
week periods were only 72% of the same period in 1921. This 
small volume was attributed to the unfavorable market for food 
products, to the unfortunate publicity given the company by 
the receivership, and to the fact that the company seldom showed 
a profit on its summer operations, because, during that time, the 
supply of fresh fish was abundant and as a result sales were 
relatively small. During the same 16-week period, the operating 
loss was $13,000 as compared with $141,000 for the correspond- 
ing period in 1921. Even in this short time, there had been an 
improvement in the morale of the employees, who were more in 
sympathy with the actions of their former officers than with the 
rulings of the creditors’ representative. Former customers, fur- 
thermore, no longer hesitated to purchase from the Balboa Fish- 
eries because of an apprehension that the company might be 
liquidated at any time. 

Decreases were made in the salaries of the office and operating 
staffs soon after the receivers’ appointment. To effect savings 
employees were dismissed without harmful effect on the organi- 
zation. The accounting staff, for example, was reduced exten- 
sively. Expenses were cut $7,000 per four-week period, of which 
$6,000 was a permanent reduction. 

In December, 1922, the receivers paid 10% on the outstanding 
claims of $984,000, reducing them to $886,000. In order to reveal 
the most conservative financial condition of the company, interest 
was accrued at 6%, a total of $66,000. Miscellaneous debts of 
$25,000 brought the total indebtedness to $997,000. 

During the year ending March 31, 1923, the Balboa Fisheries 
showed total sales of $2,040,000 and losses of $5,000, after 
accruing interest of $66,000 on the debt and a depreciation of 
$62,000 on a plant valuation of $1,454,000 as shown on the 
books. If the depreciation was computed on $560,000, the amount 
which was reported to the court, an operating profit of $33,000 
was apparent. 

ipaj Reorganization Plan. Encouraged by this profit, one of 
the preferred stockholders in May, 1923, undertook to present 
a plan of reorganization. He proposed to form a corporation to 
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negotiate for the purchase of the assets of the Balboa Fisheries. 
He had not ascertained on what terms the creditors would ac- 
cept a settlement of their claims, but he estimated that if $330,000 
could be raised from the stockholders the equity could be 
obtained. 

Since the company appeared to he again on an earning basis, 
the creditors were indisposed to accept less than the face amount 
of their claims with interest. It was pointed out to them, how- 
ever, that they could not expect to realize 100% of their claims. 
Much of the good-will of the Balboa Fisheries was owed to the 
officers of the company, and these could not be induced to con- 
tinue with the company, if the creditors purchased the prop- 
erty at a receivers’ sale. The officers were in position, further- 
more, to establish a rival company, and to secure for it much of 
the good-will of the existing corporation. The assets of the 
company were difficult to liquidate, and the banks might be com- 
pelled to wait several years for their money. Because of these 
considerations the creditors assented to the following plan. 

First-mortgage lo-year 6% bonds to the amount of $440,000 
were to be given to the noteholders for about 50% of their claims. 
These bonds were to be secured by a lien on the real estate of the 
new company and on the property of the Balboa Vessels Com- 
pany. Against the bonds a sinking fund of $25,000 per year or 
15^ of net earnings, whichever was larger, was to be set up, be- 
ginning after two years. They were callable at par and accrued 
interest. The company was to settle the other 50% of the credi- 
tors’ claims with cash from the treasury. At least $115,000 
was to be obtained from stockholders for working capital under 
the following plan. Fourteen thousand shares of new preferred 
stock of $25 par value and 18,000 shares of no-par-value common 
stock was authorized. Each holder of preferred stock of the old 
corporation was entitled to subscribe at par for one share of new 
preferred stock for each share he then held. As a bonus, he was 
to receive one share of new common stock. Each holder of old 
common stock was entitled to subscribe at $10 for one share of 
new common stock for each 10 shares which he held. Each pre- 
ferred stockholder who did not desire to subscribe could surrender 
his certificate in the old corporation and receive one share of new 
common stock for each five shares of old preferred. Each com- 
mon stockholder who did not desire to subscribe could surrender 
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his certificate in the old corporation and receive one share of new 
common stock for each 50 shares which he held. The new pre- 
ferred stock was to bear cumulative dividends at the rate of 7 ^ 
and was to be callable at $27.50. Each share of preferred was 
entitled to one vote in the new corporation; the common stock 
was not entitled to vote except on the question of the retirement 
of the preferred stock. 

In endorsing the plan of reorganization, the preferred stock- 
holders’ protective committee stated that it believed the proposed 
plan to be the best obtainable. The creditors had been per- 
suaded to accept 50^ in bonds and 50% in cash for the face 
amount of their claims without interest. Since the equity in 
the company was to be given chiefly to the old preferred stock- 
holders, the 25% assessment was not deemed excessive. At the 
same time, the 2% assessment of the common stockholders was 
considered adequate to yield $20,000 to $25,000 without being 
too high to exclude the holders of common stock from partici- 
pation. Since the company, under the receivership, had shown 
earnings after interest and depreciation charges had been de- 
ducted, the committee was confident that additional investments 
by the stockholders were justified because of the prospects of 
future earnings. 

Was it to the interest of the preferred stockholders to subscribe 
under the plan? 

Was it to the interest of the common stockholders to subscribe 
under the plan? 

2. BATEMAN STOVE COMPANY — SECUEING ADDITIONAL WOEKING 
CAPITAL FEOM STOCKHOLDERS 

The Bateman Stove Company was unable to repay bank loans 
in January, 1923, because more than one-half its current assets 
were in the form of materials and unfinished stoves which could 
not be converted into cash for at least six months. The bank 
loans of $47,585.66 were held by two local banks and a third bank 
in a nearby city. The management of the company was controlled 
by the inventor-promoter, although he held but one-fifth the capi- 
tal stock. The remainder was owned by local investors in amounts 
from a few shares to 100, The cashier of the Hendrickson Na- 
tional Bank, one of the local holders of the Bateman Stove Com- 
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pany’s notes, suggested to two stockholders that they advance 
$50,000 to the company, and that the remainder of the stock- 
holders advance an equal amount. To protect the two stock- 
holders and also to assure a change in management, the cashier 
proposed that proxies in favor of the two men and a representa- 
tive of the banks be secured from a majority of the stockholders. 

The company had been organized in November, 1919, through 
an appeal of the Chamber of Commerce to the local pride of the 
town of 7,000 people. The stock was sold in one morning. One- 
fifth of the common stock, or $25,000 par, was given to the 
promoter for various patents on the stove burner, and he was 
appointed general manager in charge of all departments. He 
had had no experience other than his trade of mechanic. The 
board of directors was composed of the owner of the department 
store, a newspaper editor, a miller, a lawyer, and the general 
manager. 

Shortly after the company began production, in the summer of 
1920, it was sued by another stove manufacturer, who alleged 
infringement of patents. The suit was pending in the courts for 
more than a year, during which time several distributers refused 
to sell the Bateman stoves because of their liability in case the 
suit was decided against the company. The stove was a depar- 
ture in American manufacturing. It was claimed that it consumed 
but one-third the gas and yet produced three times the heat of 
ordinary gas stoves. AH the gases were burned completely, and 
no noxious fumes were emitted. The stove had been naade in 
Great Britain for many years, but it had been introduced into 
the United States only a few years before the Bateman Stove 
Company was organized. Legal expenses of approximately $10,- 
000 were incurred by the company during the suit, which finally 
was decided in its favor because of the provision in the patent 
laws which refused basic patents to a product already manu- 
factured in a foreign country. 

After the court decision, the company had no trouble in dis- 
posing of all the stoves it could produce, but output was re- 
stricted by insufficient working capital. The salesmen were sent 
out in June and were recalled in less than six weeks. During the 
remainder of the year they were given a drawing account, but 
their services were used only for publicity purposes at con- 
ventions. 
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During 1921 and 1922 the general manager experimented 
with a new burner for hot-water tanks, which tied up $50,000 
capital, while the only asset to offset the cost was 500 burners 
inventoried at $125 each. 

Production of stoves started on August 1 of each year and 
continued until January i. Only a skeleton organization of the 
skilled workers and the office force was retained in the other 
months. Deliveries started September i. Production was con- 
tinued at capacity during 1922 until January i, 1923, when the 
factory was closed with approximately $100,000 in unfinished 
product or raw materials. The general manager applied to the 
banks for an extension of the company’s notes when it was 
evident that the cash was not available to meet all the current 
liabilities. 

The company presented a balance sheet and operating state- 
ment (reproduced below and on the opposite page) which had 
been prepared by an auditing and appraisal company. 

Bateman Stove Company — Balance Sheet as of December 31, 1922 

ASSETS 


Current 

Cash $ 

Accounts Receivable $101,583.03 

Notes Receivable 347-ro 

Trade Acceptances Receivable. . . 9,351.86 


Less 

Reserve for Losses. . . .$ 6,055.05 

A. R. Discounted 11,936.71 17,991.76 

Inventories at Cost 

Total Current Assets 


4,250.53 


93,290.23 

98 ,120.20 

$195,660.96 


Property Accounts 

Land and Buildings $ 80,922.72 

Machinery and Equip. $88,457.84 

Less; Depreciation... 9,348.21 79,109.63 

Total Property Accounts 

Formulae Development, Designs, 

Patents, Good-Will, and Man- 
agement 

Deferred Charges to Operations. . 

Total Assets 


160,032.35 


75,000.00 

449-88 

$431,143-19 




FINANCIAL PROBLEMS 


127 


LIABILITIES 

Current 

Notes Payable to Banks 

1 47 . 595-66 

Trade Acceptances Payable 

32,848.98 

Accounts Payable 

35,971.84$! 16,416.48 

Contingent 

Due on Purchase of Land and 

Buildings 

40,000.00 

Accruals and Reserves 

Commissions 

$ 26,455.65 

Less: Salesmen’s Advances 

10,748.88$ 15,706.77 

Taxes, Unclaimed Wages, etc.. . 

2,829.05 18,535.82 

Total Liabilities 

$174,952.30 

Capital Stock (Common) 

Surplus 

Earned through Operation 

$126,700.00 

$ 30,526.86 

Earned through Appraisal 

98,964,03 

Total Surplus 

129,490.89 

Total Capital Worth 

256,190.89 

Total Liabilities and Capital 

$431,143.19 

Bateman Stove Company — Operating Statement foe 1922 

Net Sales 

1337 , 001.53 

Materials 

$113,715.67 

Direct Labor 

67,000.00 

Miscellaneous Expenses 

42 , 293 . 85 $ 223 ,oo 9.52 

Less: Increase in Inventory 

16,864.37 206,145.15 
$130,856.38 

Selling Expense 

Advertising 

$ 11,015.69 

Commissions 

40 , 377-22 

Sales Expense 

3,873-24 55,266.15 

Selling Profit 

$ 75,590.23 

Administration Expense 

Salaries 

$ 14,520.03 

Interest Paid 

6,708.63 

Discounts 

3,044.43 

Bad Accounts 

3,448.97 

Corporation Taxes 

1,519.00 

Miscellaneous 

7,626.33 36,867.39 

Net Profit from Sales 

$ 38,722.84 

Miscellaneous Income 

251.68 

Net Income 

$ 38,974.52 
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The land and buildings accounts were based upon the ap- 
praisal value of the auditors, with the assumption that the 
company was to acquire the property. The contingent liability 
was the estimated cost of the properties. Accounts receivable 
were all due within 90 days, as were trade acceptances receiv- 
able. Current liabilities matured within the same period. It was 
necessary, therefore, to take immediate steps to provide the cash 
needed to meet pressing requirements. 

Another accountant, who represented the banks, made an in- 
dependent audit of the books, which is summarized in the follow- 
ing balance sheet: 

Bateman Stove Company — Revised Balance Sheet as of 
December 31, 1922 

ASSETS 


Total Current Assets $195,660.96 

Property Accounts $113, 931. 28 

Less: Depreciation 36,530-27 77, 401.01 

FormulEB, etc 18,667,31 

Deferred Charges 449.88 

Total Assets 


LIABILITIES 


Current Liabilities 

Accruals and Reserves 

Total Liabilities 

Capital Worth 

Common Stock $126,700.00 

Surplus 

Net Earnings, 1922 $ 38,973.79 

Less: Deficit, January i, 1922.. 8,446.93 30,326.86 

Total Capital Worth ~ 

Total Liabilities and Capital 


$116,416.48 
18,535-82 
?i 34 , 952-30 


157,22 6.86 

$292,179.16 


If the banks extended the loans, no assurance was offered of 
future repayment by the company. The loans had accumulated 
over the past two years. The banks were dissatisfied with the 
management of the company, but there was no stockholder 
other than the general manager who had any part in the control 
of the policies and operation of the company. The sales prob- 
lem of the company was not a complication on account of the 
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company’s ability to sell all that it produced. The crux of its 
difficulties lay in the poor management and insufficient capital. 
The company needed at least $150,000 additional working cap- 
ital to finance production from June i to October i, when the 
first of the new accounts receivable became due. Control of 
production after that date had to be assured in order that the 
current assets should not consist largely of inventory, as was 
the case on December 31, 1922. 

In presenting a reorganization plan to the stockholders of the 
Bateman Stove Company, the representatives of the banks were 
confronted with the necessity for a responsible executive con- 
trol to supplant the general manager, and also with the urgent 
need of additional capital. Unless there was a change in man- 
agement, the banks refused to extend the loans or to advance 
additional funds; also, outside capital or further subscriptions 
from stockholders could not be attracted to the company unless 
the general manager was replaced. The cashier of the Hen- 
drickson National Bank proposed to two of the major stock- 
holders that they advance $25,000 each on condition that the 
other stockholders raise $50,000; and that irrevocable proxies 
be secured from stockholders in favor of the two men and a 
representative of the banks. If this $100,000 was secured, the 
banks agreed not only to extend the loans until December 31, 
1923, but also to grant additional credits of $50,000. The three 
men who secured the voting control under the proposed plan 
were to be constituted the executive committee which controlled 
the purchases, production, and sales policies of the company. 
The board of directors was to include the three members of the 
executive committee, the general manager and one other. The 
general manager was to be continued as production manager of 
the company. The voting trust was to continue for two years, 
but could be renewed by the trustees for an additional two 
years. The outstanding common stock was to be deposited 
with the Hendrickson National Bank as security for the 
$100,000 loan of the stockholders. According to the plan, this 
loan was superior only to the capital stock and subordinate to 
all other debts and liabilities existant or incurred thereafter. 
In lieu of repayment in cash, a person advancing money was 
given the right to take common stock at par at any time before 
repayment began. 
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The cashier of the Hendrickson National Bank estimated 
that the company needed two years in which to prove the value 
of the proposed plan. Since the record of earnings during 1922 
was 10% of annual sales in the face of poor management, little 
fear was entertained that under responsible control the com- 
pany would work out of its difficulty. 

3. OEMISTON MOTOR CAR COMPANY — ^REORGANIZATION OF AN 
AUTOMOBILE MANUFACTURING COMPANY 

In the spring of 1923, an investment banking firm was en- 
deavoring to work out a plan of reorganization for the Ormiston 
Motor Car Company. This investment banking firm had financed 
the company when it was launched in 1920. The company 
never had been financially successful and passed into receiver- 
ship in the fall of 1922. 

The company was organized in the summer of 1920 by an 
automobile engineer who formerly had been one of the chief 
designers of a motor car of one of the leading automobile com- 
panies. The car designed for manufacture by the engineer of 
the Ormiston Motor Car Company was an eight-cylinder car and 
was expected to sell for about $3,000. Production in the auto- 
mobile industry in 1917 and 1918 had been curtailed on account 
of the war. As a result of this low production, the demand for 
automobiles in 1919 was in excess of the supply. The general 
business prosperity of that period enabled people to buy auto- 
mobiles, who had not owned them previously. Owners of inex- 
pensive cars were enabled to buy more expensive models. To 
take advantage of this situation, the engineer had decided to 
manufacture his new car. He was convinced that it was mechan- 
ically superior to any other car which was sold for the same 
price. He had constructed a pattern car and the tests that were 
given it seemed to prove that phenomenal success might be 
expected. He had bought what he considered a favorable site, 
located on waterways and railroads, in the automobile manu- 
facturing district of the Middle West. Construction of the 
plant had been begun in September, 1919. He had supplied 
the capital that was necessary for the building operations and 
did not seek the aid of bankers until the summer of 1920. 

At that time, more money had to be secured to purchase 
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machinery and to use as working capital. The following finan- 
cial plan was drawn up by the investment banking firm and was 
adopted. The bankers took $1,500,000 of first preferred stock, 
which provided all the money that was necessary to complete 
the plant and machinery, and sold it to their customers. The 
engineer took $1,200,000 in first preferred stock and $3,000,000 
in second preferred stock to represent the funds he had already 
contributed for the cost of building, real -estate, and a part of the 
machinery. One share of common stock was given with each 
three shares of first preferred stock. Working capital was se- 
cured by means of a “revolving credit,” which was to continue 
for a term of three years. Bankers participated in this plan to 
such an extent as they desired and received a commission of 
4^% the total amount of the line of credit which they 
extended. The company could use any part of or all this line 
for any length of time that was desired within the three-year 
period. The bankers received notes in such denominations and 
maturities as each desired for that part of the credit used, with 
the understanding that the company could pay off the debt with 
interest to date of payment or borrow again up to the full 
amount at any time. During such periods as the company availed 
itself of the credit, it was to pay the market rate of interest. 
About $6,000,000 of credit was secured from commercial banks 
and investment bankers by this method. 

In September, 1919, the company expected to be able to 
place 3 75 cars on the market in December, and it was planned 
to produce about 15,000 cars in 1920. The engineer informed 
the bankers that he did not expect the corporation either to make 
or to lose money in the first six months. At the end of the next 
six months the factory should be operating at full capacity, and 
a profit of $5,000,000 might be expected. 

In January, 1921, the following letter was sent to the pre- 
ferred stockholders: 

January i, 1921 

To Our Preferred Stockholders: 

The first dividends on the first and second preferred stock of this 
company are due on January i, and February i, respectively. Accord- 
ing to the provisions of the stock issue, dividends may be paid only out 
of earnings. When the stock was issued in the summer of 1920, it was 
believed that the first cars would be completed and sold in December 
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and, therefore, that the first dividends could be paid_ in Januapr. In 
October, however, in view of the unsatisfactory conditions prevailing in 
the automobile industry, the company decided that it would be advan- 
tageous to delay production in order to take advantage of falling prices 
in labor and materials. The wisdom of this policy has been fully borne 
out by subsequent events. The postponement of dividend payments, 
therefore, will be of material benefit to the stockholders’ interests in the 
company. 

Our factory has now been completed. All machinery, plant equip- 
ment, dies, tools, jigs, and fixtures have been received, installed, and set 
up ready for operation. All necessary raw materials for production have 
been purchased. Many parts of the car are now in process in the plant. 
All this has been done in the most economical manner and we are ready 
to begin production in excellent condition. Our product is now perfected 
and we are on the eve of production with every confidence in the future 
success of our company. 

We wish to assure our preferred stockholders that cumulative divi- 
dends will be paid at the earliest moment consistent with good business 
management. 

Yours very truly, 

Ormiston Motor Car Company 

In the months following the date of this letter, general busi- 
ness conditions in the automobile industry continued to be 
unsatisfactory and the company’s financial condition failed to im- 
prove. The inventory account had to be written down materially 
as prices fell. The manufacturing cost proved to be higher than 
the engineer had estimated, and consequently the market price 
of the car was made higher than had been expected. Neverthe- 
less, the car was regarded favorably by those engaged in the 
automobile industry and by automobile users. Its mechanical 
superiority and fine riding qualities were recognized. There was 
an active demand for the cars and the company was able readily 
to sell all the cars produced. In spite of this success, however, the 
company continued to fail to make profits. The management 
encountered many difficulties of administration. It was learned 
that the purchasing agent, for instance, had not been securing 
competitive bids for material, and had been paying whatever 
prices were asked, even though this was not customary in the 
automobile industry. This example was typical of the problems 
in administration. The costs of production were not reduced as 
much as had been expected and no profits resulted. It was nec- 
essary to increase the company’s bank loans more than had been 
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expected when the “revolving credit” plan had been drawn up. 

This failure to show profits continued throughout 1921 and 
1922. In November, 1922, the situation became so critical that 
it was difficult to pay current bills. 

The original “revolving credit” of $6,000,000 already had been 
extended to nearly $9,000,000 and the banks were loath to grant 
any more credit in view of the financial condition of the company. 
The following statement shows the condition of the company at 
that time. It was not the practice of the company to include 
capital stock on its balance sheet. 

Oemiston Motor Car Company — Statement as of November, 1922 
(Does not include capital liabilities) 

Assets Liabilities 


Land, Buildings and Ma- 
chinery ? S>140i722 

Cash 9,6 sx 

Notes Receivable 84,672 

Accounts Receivable 16,668 

Inventories 2,390,788 

Deferred Charges 130,232 

Deficit 5,374,666 

Total $13,147,399 


Loans and Mortgages . ..,$ 371,59s 
Accrued Pay-roll, Taxes, 

and so forth 157,602 

Notes and Acceptances, , . 719,04° 

Accounts Payable 2,917,599 

Dealers’ Deposits i4i79o 

Revolving Credit 8,912,422 

Dealers’ Reserves S4,35i 

Total $13,147,399 


In December, 1922, one of the creditors who had been supply- 
ing the company with steel, petitioned the company into bank- 
ruptcy. A receiver was appointed by the courts to carry on the 
business of the Ormiston Motor Car Company until such a time 
as the property could be sold or until a plan of reorganization was 
drawn up which was satisfactory to all creditors. 

The first step of the receiver was to reorganize the manage- 
ment, to dismiss such executives as had been unsatisfactory, and 
to employ new men to replace them. The engineer was re- 
tained as president of the company. Few automobile engineers 
existed who knew more of the technique of manufacturing motor 
cars. After this change in management, the receiver was able 
to show profits for the company and there remained only the 
need for a complete financial reorganization. 

The investment banking firm immediately commenced to draw 
plans for this reorganization. One proposed plan after another 
was submitted to the committees representing the various in- 
terests, but none of them appeared to be satisfactory. In May, 
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the receiver became impatient and threatened to sell the prop- 
erty of the company at public auction. Another plan was drawn 
up by the investment bankers and was submitted to the com- 
mittees. On account of the stimulus of the threatened sale, each 
committee expressed approval of the plan if it was satisfactory 
to the bankers. 

The plan called for tlie organization of a new corporation to 
purchase the assets of the Ormiston Motor Car Company from 
the receiver. The new corporation was to carry on the business 
formerly conducted by the Ormiston Motor Car Company. The 
authorized capitalization of the new organization was as follows: 

$7,500,000 par value 7% prior preference stock, cumulative 
after January i, 1924 

$7,500,000 par value 6% first preferred stock, cumulative after 
July 1, 1924 

$7,500,000 par value 6 % second preferred, non-cumulative stock, 
convertible into common stock at $30 a share 

600,000 shares, no-par-value, common stock 
All shares of stock both common and preferred were to have equal 
voting powers. 

The plan called for raising about $5,000,000 in cash to be used 
in making part payment for the purchase price of the Ormiston 
Motor Car Company at the receiver’s sale. The balance was to 
be turned over to the new corporation as a working capital. 

The cash was to be raised as follows: holders of the “revolv- 
ing credit/’ which amounted to about $6,600,000, were to sub- 
scribe 30% of their claims in cash and were to receive therefor 
an equivalent amount of prior preference stock at par, and, in 
addition, 50% of the amount of their claims in new second pre- 
ferred stock. About $1,980,000 in cash was assured for which 
it was necessary to issue $1,980,000 par value prior preferred 
stock, and, in addition, $3,300,000 of second preferred stock for 
50% of their claims, if the holders of the “revolving credit” 
assented to the plan and exercised their privileges. 

The holders of the first preferred stock of the Ormiston Motor 
Car Company were to subscribe in cash 30% of the par value of 
stock held by them and were to receive therefor an equivalent 
amount of prior preference stock at par, and, in addition, an 
amount of second preferred stock equal to 40% of the par value 
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of the preferred stock held by them. By this means $800,000 in 
cash was to be raised and $800,000 par value prior preference 
stock and $1,200,000 par value of second preferred stock of the 
new company were to be issued. 

The engineer who held the entire second preferred stock of 
the Ormiston Motor Car Company was to receive nothing there- 
for. The common stockholders of the old company also were to 
receive nothing. 

The plan also called for the sale to the engineer and to the 
investment banking firm of $880,500 prior preference stock, 
$76,500 par value of second preferred stock, and 300,000 shares 
of common stock of no par value for the sum of $2,887,500 in 
cash. If all holders of the deferred liabilities and first preferred 
stock should participate in full for their rights, about $5,767,000 
of new cash was assured and the original issue of stock of the 
new company was approximately as follows: 

$3,769,000 par value prior preference stock 
$6,000,000 par value first preferred stock 
$4,476,000 par value second preferred stock 
450,000 shares, no-par-value, common stock 

All holders of the deferred liabilities and first preferred stock 
who assented to this plan were to assign all claims against the 
Ormiston Motor Car Company as representing the issue of new 
capital. The new company was to acquire the assets of the 
Ormiston Motor Car Company purchased at the receiver’s sale 
and all the $5,767,000, except such a portion thereof as was 
needed to make part payment of the purchase price of the 
receiver’s sale. The investment banking firm recognized its 
responsibilities both to the company which it financed and to its 
customers to whom it had sold preferred stock. Partners of the 
firm were of the opinion that any plan of reorganization should 
meet these responsibilities in full. The proposed plan called for 
meeting the responsibilities of the Ormiston Motor Car Company 
by the purchase of stock for cash outlined above. It was sug- 
gested by some of the partners of the firm that the firm’s 
responsibilities to the preferred stockholders should be met by 
offering to make subscriptions for such stockholders as did not 
desire to make new cash subscriptions. The firm would take 
such prior preference stock as was received in exchange. The 
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partners were of the opinion that the purchase by the firm of 
securities for cash as mentioned was also an advantage to other 
stockholders and that its responsibilities to them were partially 
met in this way. 

4. LOUISELL IMPLEMENT COMPANY— REORGANIZATION PROPOSAL 
OF CREDITOR BANKS WHEN ASSETS HAD BECOME FROZEN^ 

There were ii meetings, between January and October, 1922, 
of the reorganization committee representing the 12 most influen- 
tial creditor banks of the Louisell Implement Company. This 
committee also represented 200 country banks which held com- 
mercial paper of the company. Efforts were made during this 
time to extricate the company from its precarious financial con- 
dition and to obviate the necessity of bankruptcy or of extensive 
reorganization. On October i, 1922, a meeting was called of 
the bankers’ committee to review the condition of the company 
and to ascertain its progress under the banks’ supervision. 

The Louisell Implement Company had been established for 
80 years. In 1922, its products were wood and steel threshing 
machines, gas and steam tractors, and portable sawmills. Five 
subsidiaries marketed the products and rendered repair service 
in the middle- and far-western states. Inventories were main- 
tained at each subsidiary. Because of the excellent reputation 
of the company, and its products, banking connections had been 
established in six cities. There had been a good market for its 
paper. The company had been a consistent borrower. During 
1919 and 1920, it had secured unusually large loans which were 
converted into inventory and receivables. These credits were 
carried by borrowings from banks. The length of credit to 
customers of the Louisell Implement Company ranged from two 
to four years. 

The 1920 balance sheet showed an inordinate increase in the 
inventory and notes receivable accounts; they composed 
of the current assets and 73% of the total assets of $7,674,000. 
The sales for 1919 had been $2,869,000 with a net profit of 
$192, 000; in 1920, $2,396,000 with a net profit of $113,000. 

’For discussion of the agricultural depression of igso see Report of Joint Com- 
mission of Agricidtural Inquiry, House Report 408, 67th Congress, ist Session; 
and “The Agricultural Depression,” by G. F. Warren, Quarterly Journal of Eco- 
nomics, vol. 38, p. 183. 
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Sales had declined abruptly in the latter part of 1920, and the 
customers of the company were not reducing their obligations. 
Accrued interest of $152,000 on notes receivable had been car- 
ried as an asset on the balance sheet. In 1920, $3,019,000 had 
been borrowed, which was a substantial increase over 1919. 
Apparently the company had an excessive inventory, since the 
ratio of sales to inventory for 1920 was only 0.75 times. The 
inventory had not been written down at the end of the year to 
the market value. 

In May, 1921, the Wettin National Bank, which held a note 
of the Louisell Implement Company, did not wish to renew the 
notes it held. Two months later the bank asked the company to 
make a reduction in the principal of its note. The company 
could not comply. Thirty days later, renewal was delayed on a 
note which the company forwarded to the bank. The president 
of the Louisell Implement Company stated that failure to renew 
this note would cause the company embarrassment. After two 
meetings of the bank’s vice-president with the president of the 
company, the note was extended. 

Between the dates of these conferences, the bank had investi- 
gated the condition of the subsidiaries and had concluded that 
the profits secured did not justify their continuance. For exam- 
ple, one branch had $500,000 in inventory, and a like amount 
in receivables. Exclusive of the other investments, this branch 
showed a turnover of sales to investment of one-half, since sales 
for 1920 had been $500,000. The bank, therefore, suggested 
that operations at the subsidiaries be curtailed, and every effort 
made to reduce notes payable. As shown in the 1921 state- 
ment, notes receivable were $2,438,000 and accrued interest was 
$190,000, as compared with $2,384,000 and $152,000 in 1920. 
Sales had declined from $2,396,000 to $1,104,000. During the 
year, $765,000 had been collected on notes receivable, and an 
equal amount on sales for the year. It was necessary to reduce 
the sales effort since most customers requested credit. The 
operating loss for the year was $87,000. Inventory had been 
written down $278,000. The inventory on the balance sheet was 
$3,233,000 in 1920 and $2,700,000 in 1921. At the beginning of 
1922, the banks had doubted that the inventory had been written 
down in proportion to the decline in implement prices. Inven- 
tory and receivables were 92% of current assets and 73% of. 
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the total assets of $7,076,000. The plant figure rose from 
$1,322,000 to $1,352,000. 

Several notable changes in liabilities had occurred: notes 
payable had increased from $3,019,000 to $3,175,000; reserve 
for depreciation had been reduced from $653,000 to $395,000; 
surplus had decreased from $1,969,000 to $1,705,000; and un- 
divided profits declined from $441,000 to $236,000. The sale 
of commercial paper of the subsidiary companies endorsed by 
the parent company had increased notes payable. 

In 1920, notes payable had constituted 39% of the total 
liabilities, and in 1921, The surplus in 1921 had been 

2 5/4% of the total liabilities and in 1922 had declined only 
iH%. In 1920, the current ratio had been 1.9; in 1921, it had 
decreased to 1.6. 

When the 1921 statement came out, the banks had called the 
first meeting to consider the situation. Twelve depository banks 
had been involved with loans ranging from $95,000 to $575,000 
each. In addition, there were almost 200 small country banks 
which owned $2,500 to $10,000 of the paper sold by note brokers. 
The company stated that it was impossible for it to pay the 
notes; it had tried to collect receivables but, although the farmers 
signified their willingness to pay eventually, they could not do 
so for three or four years. If the company tried to force pay- 
ment, the farmers were likely to turn back the machinery, since 
the replacement price of each type of implement was substan- 
tially lower than the face of the note which the company held. 
Sales had not increased and it had been believed that economies 
might be effected by shutting down the plant. This was imprac- 
ticable, however, because the farmers refused to meet their 
obligations, if repair parts were not constantly available. 

The vice-president of one of the depository banks, after 
attending a meeting on March 18, 1922, had written to a vice- 
president of the Wettin National Bank: 

To sum up the situation, it looks to me, based on what knowledge 
I have of conditions, that the management is honest but somewhat ineffi- 
cient; the business has gone to seed to a considerable extent, and the 
company, while solvent, is in for a long period in which its inventories 
must be liquidated to a substantial amount, its business contracted and 
put on a more efficient operating basis, and eventually, long-time capital 
put in either in the form of bonds or preferred stock. 
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On April 3, 1922, the banks had decided to renew the notes 
which they held, at or before maturity at 7%, and to require 
payment in full by December i, 1922. In order to complete 
the manufacture of raw material to be sent to subsidiaries for 
the 1922 season, the banks had agreed to lend the company the 
necessary $125,000, secured by $200,000 of the farmers’ paper. 
Subscriptions to this loan by each bank had been made at the 
rate of 234% of th® company’s credit line, and no bank was 
asked to give more than s% of existing loans. The company’s 
operations had begun so late in the year, that sales were lost to 
competitors. By October i, 1922, the total sales for the com- 
pany were only $808,000. 

The balance sheet of October i, 1922, showed notes receivable 
of $2,556,000, a slight increase over 1921, and accrued interest 
of $198,000. This, with an inventory of $2,105,000, constituted 
94% of the current assets and of the total assets. Plant 
and real estate remained the same. No further reduction had 
been made from surplus which on October i constituted 49% 
of the total liabilities. The amount of stock outstanding, 
$513,000 preferred and $762,000 common, had remained un- 
changed since the company’s incorporation. The current ratio 
had declined during 1922 from 1.6 to 1.4. It was improbable 
that the company could more than pay the $125,000 loan that 
had been granted in April. Default would result on December i, 
if a plan were not evolved by the banks to reorganize the com- 
pany’s finances. 

Accordingly, a bankers’ meeting was called for October i to 
decide whether to liquidate the assets of the company or to 
attempt reorganization. If the assets were liquidated, it was 
estimated that the banks would not recover more than 20 % of 
their loans because of the peculiar condition of the notes receiv- 
able. Reorganization necessitated elimination of the incapable 
management and the installation of new officers^ who could 
manage the company effectively in trying financial periods. 
There were minor executives competent to fill the important 
administrative positions. Working capital of $625,000 also was 
required. 

During the preliminary bank negotiations, there were four of 
the twelve banks which desired liquidation. Their representa- 
tives believed that further financial assistance was useless, and, 
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moreover, they wished to release their capital which had been 
invested in the company for more than two years and not make 
an additional investment in the reorganized company. Condi- 
tions in the industry, furthermore, did not appear conducive to 
an expeditious or substantial recovery of sales. 

The majority of the banks advocated a friendly reorganization, 
stating that, since they had been lenient for over a year, this 
policy should be continued and an effort made to reorganize the 
company. They were confident that it was possible to realize 
eventually ioo% on the loans, hence a sacrifice of 8o% of 
principal through liquidation was not justifiable. These banks 
further contended that the company had a valuable asset in the 
good-will created by the satisfactory performance of the products 
manufactured by the Louisell Implement Company for So years. 
In the event of liquidation this was likely to yield little return. 

The eight banks which recommended reorganization advised 
the formation of a holding company to take over the real estate 
of the Louisell Implement Company and assume sofa of its 
bank obligations. The holding company would authorize $2 ,000,- 
000 issue of bonds to be given to the banks for approximately 
60% of their loans. This would leave the operating company 
with assets of $5,100,000 to pay the remaining 40% of the debts 
to the banks. The majority banks advised the discontinuance of 
the branches, because of their remoteness, and a concentration 
of the company’s sales in the central states. They also recom- 
mended that portable sawmills, several models of tractors, and 
wooden threshing machines be eliminated from the company’s 
line. In the manufacture of the last product, it was necessary 
to season the lumber for two years, consequently capital required 
for three years’ supply of lumber was unavailable. On the other 
hand, a 60-day turnover of material was obtained in the produc- 
tion of the steel thresher. The creation of the holding com- 
pany and the segregation of assets would make it possible to se- 
cure merchandise credit and furnish easy methods of preferred 
security for the advances which might be made by banks for the 
company’s seasonal operations. 

Under the majority banks’ plan the operating company was 
to pay the taxes, and all interest on indebtedness. Earnings 
and funds received from the collection of bills receivable out- 
standing, above the amount advisable to retain for the company’s 
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operations were to be paid as rent to the holding company. The 
holding company was to apply the proceeds to the payment of 
outstanding indebtedness of the existing company. 

Should the minority banks have adopted the proposed plan? 

5. ASHLEA NATIONAL BANK — ^EXTENSION OF CREDIT TO COMPANY 
TO PREVENT RECEIVERSHIP 

The Ashlea National Bank for several years had extended a 
line of credit to a small rubber and tire manufacturing company 
in the Middle West. This company had been conducting its 
business successfully from 1915 to 1920 and had been able to 
make a profit on its investment. It, however, had never made 
large earnings, as had many of its competitors in the industry 
during these years. During the latter part of 1920 and the first 
part of 1921, the company incurred severe losses and became 
unable to pay its creditors. In June, 1921, the Ashlea National 
Bank, together with other banks which had extended credit to 
the company, discussed the problem of whether to force the 
company to liquidate and pay what it could to its creditors or 
whether to loan the company more money and assist it to solve 
its financial difficulties. 

The Ashlea National Bank attributed the losses of the com- 
pany to three principal causes: first, to the severe decline in 
rubber prices which had resulted in losses in inventory; second, 
to the number of contracts canceled by the company’s custom- 
ers; and third, to inefficient management. The Ashlea National 
Bank and the other banks did not consider any of these causes 
to be permanent and, for this reason, disliked to force the com- 
pany into receivership. If such a policy were adopted, there was 
the difficulty of selling the property for an amount that approxi- 
mated the true value of the property. Buyers in negotiations 
for sale would have the advantage of knowing that the liquidation 
was forced. On the other hand, the creditors could obtain 609^1 
to 75% of their claims from the liquidation of quick assets after 
current liabilities had been paid. The proceeds from the sale of 
the plant should have paid 15% or 20% of their claims in addi- 
tion. Under this plan, however, there was nothing left for the 
stockholders. 

In the event that the bank creditors allowed the company to 
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continue its operations, it was necessary for them to advance 
the company additional capital. The amount required, however, 
did not affect the current position of any of the banks to any 
appreciable extent. Although the demand for rubber goods had 
been poor and prices of rubber had been declining rapidly, the 
bankers did not expect this condition to continue. It was their 
opinion that the business depression was practically ended and 
that a marked improvement was about to begin. They stated 
that the rubber and tire industry had been overexpanded in 1918, 
1919, and 1920, but they did not regard the expansion as greater 
than in many other industries. The demand of the country for 
tires and rubber articles was increasing and they did not hold 
that the productive capacity of this industry was likely to con- 
tinue in excess of the demand. The management of the company 
was not so efficient as it should have been. Although a few of 
the chief executives were as able as most in that industry, several 
were not acceptable to the banks. The latter, however, could 
be dismissed and other men put in their places to form a 
management entirely agreeable to the bank creditors. 

The Ashlea National Bank doubted whether this plan of carry- 
ing on operations was likely to be successful. The exequtives 
of this bank were not certain that conditions in the rubber indus- 
try were to improve immediately. They were of the opinion that 
recovery from the business depression might not take place as 
soon as was the opinion of the other banks. They were of the 
opinion, furthermore, that the overexpansion of the industry in 
1919 and 1920 might make competition in the rubber and tire 
industry so severe, when business recovery came, that small com- 
panies could not compete successfully with the four or five lead- 
ing rubber manufacturers. The other bank creditors who were 
in closer relations with the company did not hold these opinions 
and were strongly in favor of adopting the plan. The Ashlea Na- 
tional Bank did not wish to handicap the solution of the problem 
by opposing the opinions of the other banks who were in 
the majority. Its apprehensions were not so great as to lead it 
to go against the wishes of the other banks. The decision finally 
was made by the Ashlea National Bank and the other banks to 
lend the company more capital and to assist it to extricate itself 
from its difficulties. 
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Ashlea National Bank-— Comparative Balance Sheets 


(In thousands of dollars) 



July I 

1919 

July I Jan. i 
1920 1921 

Jan. I Jan. i 
1922 1923 

Mar. I April i 
1923 2923 

Current Assets 





Cash 

Notes Receivable 

Accounts Receivable, 

Inventories 

Government Securities. . . . 
Stocks Paid in 

166 

1,079 

4,291 

66 

25 

121 128 

60 II 

1,200 66g 

4,486 i,6iS 

169 263 

26 

227 583 

860 94 t 

187 118 

673 749 

1,049 1,054 

Total Current Assets, . . 

S.671 

5,867 2,426 

1,282 1,799 

1,909 1,921 

Fixed Assets 





Buildings and Machinery 
Investments . . 

Prepaid Expenses 
Miscellaneous. . 

Patent Rights 

Due on Stock 

Officers Stock Contracts. . 
Deficit 

2i483 

68 

99 

i6S 

114 

2,441 2,340 

S6 35 

56 51 

58 40 

2,192 2,135 

49 

10 * 

3.350 3,484 

2,118 2,114 

51 SI 

II 13 

3,521 3,525 

Total Assets 

8,763 

8,591 5,003 

6,948 7,476 

7,621 7,63s 

Current Liabilities 





Bank Loans 

Acceptances 

Notes Payable for Mdse 
Accounts Payable 

Accrued Liabilities . . 

Due for Taxes 

Land Contract 

2,411 

8SS 

US 

' 8 

1,834 1,069 

142 55 

283 79 

893 353 

17 I 

48 38 

8 8 

i,ii8 1,329 

• . 635 

350 no 

45 51 

8 8 

1,303 1,315 

750 750 

158 168 

62 61 

8 "S 

Total Current Liabilities 
Mortgage on Real Estate. 

Reserves 

Common Stock 

3,389 

S 

5,368 

3.325 1,603 

5 5 

35 57 

5.326 3,338 

1,521 2,133 

5 5 

77 57 

5,345 5,281 

2.280 3,302 

5 5 

55 49 

5.281 5,279 

Total Liabilities 

Net Quick 

Current Ratio 

8,763 

2,282 

1.67 

8,591 5,003 
2,642 823 

1.81 I 51 

6,948 7,476 
239* 334* 

.84 .84 

7,621 7,635 

371* 381* 

.83 .83 


* Deficit 


During the remainder of 1921 and in 1922, conditions in the 
rubber industry did not improve as the other banks had expected. 
The company failed to make the desired profits. In one or two 
months profits had been realized but, for the most part, losses were 
incurred. The company’s reputation with its customers and 
creditors steadily declined. In April, 1923, the banks decided that 
there was no alternative but to liquidate the company. The 
possibility of reorganizing the company and selling new securities 
was considered negligible because of the unfavorable financial 
position of the company. In May, all the assets of the company 
were sold to a stronger rubber company, which had been nego^ 
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tiating for some time to buy them. Common stock of the pur- 
chasing company which, at the current selling price of the stock, 
gave the creditors about 35% of their claims, was taken in 
payment. 

6. FERKENDEN COMPANY — LIQUIDATION OF INVENTORY AT A LOSS 
IN ORDER TO PROVIDE WORKING CAPITAL^ 

The Ferrenden Company tanned calfskins and sold fine calf 
leather. The drop in prices for its product in the latter half of 
1919 and in the early months of 1920 caused the inventory to 
decline precipitately in value. In May, 1920, in order to permit 
further manufacture and to reduce the loss which the 1920-1921 
profit and loss account would show, the question of providing 
working capital was considered. 

Tanneries secured the best skins through brokers, who, in turn, 
purchased them from the dealers. A single broker frequently 
acted for several competing tanners, and, in many cases, advised 
a company not to bid so high a price as it had. This advice was 
based upon market conditions and tlie offers of competitors. 
There was no open market, and no quotations were published 
regularly; because of the rulings of the Federal Trade Commis- 
sion, it was impossible to indulge in regulating “bid” prices 
openly, but brokers were extremely helpful in preventing a client 
from bidding higher than was necessary. The Ferrenden Com- 
pany imported about 50% of its calfskins. These came chiefly 
from central and northern Europe, from Australia and from New 
Zealand. Domestic skins were most plentiful in March and 
April, whereas the supply from the southern hemisphere came on 
the market in August and September. In the United States, the 
“Easter” skins were the choicest and, consequently, it was desir- 
able for a tanner to make extensive purchases at that time. 

The customary procedure in consummating foreign purchases 
was to have the brokers buy the skins and draw on the Ferrenden 
Company against shipping documents. The shipment was car- 
ried by the foreign bank until the documents reached the United 
States, when the draft was met by the importer. Domestic 
brokers, in like manner, drew on the Ferrenden Company against 
bills of lading. Since it was necessary to make these payments 

^Letters, vol. i, p. s and vol. 2, p. 72. 
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before the skins arrived at the tannery, it was necessary to have 
adequate funds when the supply was sufficient and the market 
favorable. 

Fine calf leather was sold to shoe manufacturers. Of the 
countries tanning calfskins, only the United States and Germany 
exported leather of this sort in any quantity. During the World 
War, the companies in the United States secured a substantial 
portion of the trade which had been held previously by Ger- 
many. 

The Ferrenden Company exported about 50% of its total out- 
put. Various arrangements were resorted to in order to finance 
shipments. Many buyers were granted 60- to 90-day terms 
from date of shipment, although numerous companies were drawn 
on at sight. The average time during which the Ferrenden Com- 
pany waited for payment was about 60 days. It made use of 
the American Foreign Credit Exchange^ to guarantee the solvency 
of many of its foreign customers. 

Domestic sales bore the terms 5 %, 30 days; 4%, 60 days, 
while a few of the customers paid within 10 days and received 
an extra trade discount as well as the regular discount of 5%. 

The Ferrenden Company was a close corporation, which had 
expanded gradually by turning back earnings into the business. 
It was capitalized at $100,000 but in 1918 had a surplus of 
nearly $1,000,000. Over $400,000 was invested in United States 
bonds and Treasury certificates as a provision against emergen- 
cies, and, consequently, it was necessary to borrow from banks, 
in order to finance accounts receivable, inventories, and skins 
which were in process for 45 days. 

Stimulated by government needs and by increased foreign de- 
mands, production during the war was maintained at a high 
level. As may be seen from the appended table, the prices of 
calfskins rose violently in 1919.^ The Ferrenden Company fore- 
cast this rise and, consequently, purchased only those skins which 
were absolutely necessary in order to insure raw materials to 
maintain production. Thirty days’ supply was considered a safe 
margin. The management knew that, over a period of time, the 
supply of calfskins exceeded the quantity which could be con- 

1 Harvard Business Review, vol. 1, pp. 248-251, explains the operations of this 
Exchange. 

^See page 146 for footnote. 
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sumed by shoe manufacturers. Since they were by-products, the 
demand could not influence the supply materially. 

Early in 1920, the price of calfskins was definitely weaker. 
Fortunately, the Ferrenden Company compiled its annual balance 
sheet on April 30. By this time, the downward trend of prices 
was apparent, and the officers, consequently, insisted that all the 
raw materials and leather on hand should be written down to 
market value. The loss which was taken at this time was large, 
but was insufficient to wipe out the profit which had been made 
during 1919, when sales expressed in dollars were more than 
twice those made during the previous year. Even with these 
losses, the Ferrenden Company paid $100,000 in dividends and 
added $122,000 to “Undivided Profits” account. The reduc- 
tion in profits caused by the depreciation of inventory permitted 
substantial reductions in payments on account of government 
taxes. The balance sheet on April 30, 1920, did not injure seri- 
ously the company’s standing with the banks. There was a slight 
increase in accounts payable over 1919, but the current ratio 
was about 1.6 to i. The balance sheets for April 30, 1918, 1919, 
1920, and 1921, are given on the opposite page. 

Prices of skins continued to recede as 1920 progressed. In 
June they had declined to $3.50 from the high point of $10.25 of 
August of the previous year. Prices of tanned leather fell 
also, at a slightly slower rate, but the reductions were almost as 
extensive, Furdier declines in inventory were registered. The 
seriousness of the situation was apparent from the following ex- 
perience. In October and November, 1919, since the Ferrenden 
Company’s competitors had had favorable experience in “French 
veals,” it purchased “at tlie market” 1,000 dozen skins of this vari- 

(See fage 14s for reference) 

Prices of Number One Calfskins at New York 


1917 1918 1919 1920 

January $S-oo $3.40 $3.60 S8,oo 

February 4.00 3.55 4-7S 7-75 

March 4.50 3.55 44° 6'So 

April 4.50 3.60 4.88 6.00 

May 3.7s 4.00 S.io 5,00 

June 3.50 4.00 S-7S 3-50 

July 3 . 7 s 4-00 7-50 2 . 7 s 

August 3.50 4.00 I0.2S 2.50 

September 3.25 4.00 8.00 2.00 

October 3.40 4.00 8.50 2.23 

November 3.80 3.60 9.00 1.60 

December 3.60 3.60 8.50 1.43 
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The Fereenden Company — Comparative Balance Sheets as of 
April 30, for Years 1918-1921 
(In thousands of dollars) 


Assets 

1918 

1919 

1920 

1921 

Cash 

41 

18 

73 

10 

Notes Receivable 


s 

7 

30 

Accounts Receivable 

521 

435 

632 

439 

Inventory 

146 

goo 

1,518 

667 

Advance Payments 


67 


9 

Real Estate, Machinery, and 





Equipment 

179 

348 

368 

373 

Prepaid Insurance and Interest 

6 

13 

32 

12 

Certificates 

406 

358 



Sundry Investments 

4 

4 

6 

21 

Life Insurance 

13 

IS 

17 

19 

Total 

1,316 

2,163 

2,653 

1,580 

LlASaiTIES 

1918 

1919 

1920 

1921 

Notes and Drafts Payable 

10 

896 

445 

402 

Accounts Payable 

27s 

I3I 

950 

127 

Surplus 

931 

1,036 

1,158 

951 

Capital Stock 

100 

100 

100 

100 

Total 

1,316 

2,163 

2,653 

1,580 

Income Account, Year Ending 

April 30, ipiQ 


April 30, igjo 


April 30, 1921 

Sales 2,520 


5,407 


2,698 

Cost of Sales 2,381 


5, 016 


2,89; 

Selling Expense 109 


200 


126 

Profit 30 


191 


323* 




ety, which were sufficient to occupy the tannery for two days. 
When the leather was ready for sale, it was found that, although 
it had cost $1.12 per foot to produce, it could be sold for no more 
than 28 cents. Thus, in this instance alone, there was a loss of 
$98,000. The results were the same with other lots of skins, so 
that in the middle of 1920, in order to inventory everything at its 
market value, it was necessary to take a total loss of approxi- 
mately $1,000,000. The directors of the company were of the 
opinion that the trend of prices was to be downward for a long 
time and were anxious that the banks should not suspect the 
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company’s condition. Several of them deemed it the most feas- 
ible policy to dispose of the leather which was in stock immedi- 
ately at the highest price obtainable, in order to secure money 
with which to purchase new skins at lower prices, that could be 
tanned at a profit. By this procedure, they hoped to diminish 
the loss, to be shown by the profit and loss account for 1920-192 1. 

The alternative was to hold the leather for higher prices, to 
present the case to the banks, and frankly to ask for assistance. 
If the sudden decline in price was followed by a substantial re- 
covery a material reduction of the loss was likely to occur. In 
the meantime, however, further purchases of new skins were to 
be made. The banks might have been prevailed upon to extend 
the existing loans, but additional advances were doubtful be- 
cause of the fact that, in the summer of 1920, demands for the 
extension of loans were being made from many businesses, and 
funds were inordinately difficult to obtain. But if no raw material 
was available, the tannery would be forced to suspend operation. 
Although other industries in the vicinity were reducing their 
forces, an interruption in production meant a permanent loss of 
a portion of the 400 employees of the Ferrenden Company. Since 
many of them had been with the company for years, waste of 
experience was the inevitable result. 

The final decision of the directors was in accord with the 
former solution. Despite losses (extensive enough to consume the 
surplus) which it was necessary to recognize, it was decided to 
sell the finished leather at once for cash and to invest the money 
in new skins, which could be tanned at a profit. 

7. DESMOND REFINING COMPANY — LOAN FROM BANKERS REPRE- 
SENTING THE PREFERRED STOCKHOLDERS TO 
AVOID REORGANIZATION 

A committee which represented preferred stockholders was in 
control of the Desmond Refining Company. It was dominated 
by representatives of banking firms which had sold the stock to 
the public. The company was organized to refine crude oil and 
distribute oil products in the Middle West. It had been excep- 
tionally successful until in 1921, when serious inventory losses 
weakened the company financially. Since the management was 
unable to extricate the company from its financial difficulties, 
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dividends on the cumulative preferred stock were not paid. The 
fourth successive quarterly dividend was passed on October i, 
1922, and the terms of the company’s charter provided for the 
control of the company to pass to the preferred stockholders. 
The common stockholders, however, refused to relinquish it until 
July, 1923. At that time a court decision allowed the preferred 
stockholders’ committee to elect a board of directors, who took 
charge of the company’s affairs. Meanwhile, additional losses 
were incurred from operations, and the need for working capital 
became acute. The preferred stockholders’ committee had to 
decide whether to reorganize the company through a receivership, 
or to advance the funds necessary to continue operations. 

The Desmond Refining Company owned five refineries, with 
an aggregate daily capacity of 48,000 barrels of crude oil. Al- 
though it possessed 62,500 acres of oil lands, development of oil 
wells was not successful, and most of the crude oil refined was 
purchased from other producing companies. The products dis- 
tributed by the company were gasoline, lubricating oil, wax, 
fuel oil, naptha, linseed oil, and turpentine. The company owned 
1,000 main distributing stations located in Missouri, Oklahoma, 
Arkansas, Texas, Louisiana, and Illinois. Its marketing facilities 
were well organized and were the chief factors which contributed 
to the former success of the company. 

In September, 1919, a syndicate of investment bankers had 
sold $15,000,000 of the company’s Sfo cumulative preferred 
stock to the public at 105. The purpose of this issue was to 
refund $2,000,000 of notes and $10,000,000 of debenture bonds, 
and to provide the additional capital necessitated by the expan- 
sion in the company’s activities. 

The company had not foreseen the crisis of 1920, and in 1921 
an inventory loss of $4,500,000 was incurred. In order to se- 
cure cash during 1922, the company sold a portion of its ac- 
counts receivable, and h5q)othecated its inventory of oil in tanks. 
On October i, it was unable to pay $300,000 preferred dividends 
which were due. The loss from operations in 1922 was $1,000,- 
000, and this amount was increased to a net loss of $3,900,000 
for the year by charges for depreciation and interest on funded 
and floating debts. Additional charges which applied to prior 
years, but had not been made, were $3,300,000. The total loss 
of $7,200,000 for the year 1922 absorbed the surplus of 
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Desmond Refining Company — Comparative Balance Sheets 
Assets Juneao, 1Q23 Dec. 31,1922 

Cash in Banks and on Hand $ 553,800.00 $ 469,900.00 

Notes and Accounts Receivable 

Less Reserves 1,625,100.00 1,310,000.00 

Inventories of Crude Oil, Refined 
Products, and Merchandise. . . . 6,140,300.00 5,982,400,00 

Supplies 716,400.00 868,100.00 

Prepaid Items 129,500.00 195,600,00 

Tank Cars, Tank Steamers, and 

Equipment 4,343,600.00 4,604,200.00 

Miscellaneous Investments 154,800.00 177,400.00 

Sinking Fund Assets 85,000.00 

Oil Lands, Leaseholds, Pipe Lines, 
etc.. Including Capital Stock of 

Subsidiary and Advances to It. 23,092,500.00 23,341,900.00 

Real Estate, Buildings, Plant and 
Equipment at Refineries and 

Distributing Stations 10,561,300.00 10,696,300.00 

Total Assets $47,402,300.00 $47,645,800.00 

Discount on Capital Stock .... 1,043,900.00 1,043,900.00 

Deficit • 5,685,900.00 4,417,700.00 

$54,132,100.00 $53,107,400.00 

Liabilities June 30, 1923 Dec. 31, 1922 

Notes Payable Secured by Pledge 
of Inventories of Oil Stocks and 

Other Assets $ 620,500.00 $ 974,000.00 

Notes Payable Secured by Note of 

Subsidiary Indorsed 1,200,000.00 600,000.00 

Trade Acceptances 1,619,600.00 847,200.00 

Accounts Payable and Accrued 

Liabilities 2,151,800.00 2,138,400.00 

Reserve for Claims 2,132,400.00 2,125,000.00 

Ten-Year 8% Sinking Fund, Gold 

Debenture Bonds Due 1931.. 1,785,000.00 1,800,000.00 

Preferred Stock 15,000,000.00 15,000,000.00 

Common Stock 29,622,800.00 29,622,800.00 

$54,132,100.00 $53,107,400.00 

$2,800,000 at the beginning of the year and left a deficit of 
$4,400,000 on the balance sheet. Operating losses continued in 
1923, and the net loss for the fiirst six months totaled $1,300,000. 
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The balance sheets of December 31, 1922, and of June 30, 
1923, are given on the opposite page. 

On June 30, 1923, the company was contingently liable for 
$636,800 for customers’ accounts receivable sold but uncol- 
lected. Unpaid preferred stock dividends amounted to $1,800,- 
000. Suits and claims for approximately $656,000 had been 
filed against the company but had not been adjudicated. A 
judgment against the company for $2,000,000 for a breach of 
contract had been secured by a customer, and the decision was 
on appeal by the company. 

The weak financial condition of the company at the time the 
preferred stockholders secured control made the sale of securi- 
ties of any description to the public impossible. The company’s 
credit standing was destroyed almost wholly. In order to con- 
tinue operations, however, it was essential to secure cash. On 
June 30, the company defaulted on the sinking fund requirement 
for debenture bonds issued in 1921. Federal, state, and local 
taxes were long in arrears. Trade acceptances to pay for crude 
oil and gasoline were outstanding in excessive amounts, and 
merchandise accounts were long overdue. The working capital 
was entirely inadequate for proper conduct of the company’s 
activities. Approximately $600,000 in cash was required. 

If the company were reorganized through a receivership, to 
permit the continuance of operations, the liabilities could be 
scaled down and operations could be resumed by a new corpo- 
ration not burdened by excessive debts. Inordinate interest 
charges, totaling 13.5% to 17.5%, had been incurred when ac- 
counts receivable had been sold and inventories pledged. The 
amount of fixed charges could be reduced. Reorganization was 
the surest means for relieving the company from its difficulties. 

The inevitable result of reorganization, however, was assess- 
ment of stockholders. Since the preferred stockholders pos- 
sessed the controlling interest, the chief financial responsibility 
was sure to fall on them. It was impossible to foresee the exact 
effect of reorganization on the preferred stockholders, but 
control was likely to pass to bondholders and creditors. 

It was suggested, therefore, that operations of the company 
should be continued despite the deplorable state of its finances. 
The required cash could be obtained from two principal pre- 
ferred stockholders and the bankers on unsecured notes. It 
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was the policy of the latter to protect the interests of holders 
of securities which they had sold. This course preserved the 
interest of preferred stockholders in the corporation. In the 
opinion of the preferred stockholders’ committee, the manage- 
ment elected by the board of directors which represented the 
common stockholders lacked the necessary ability to conduct the 
company’s affairs profitably. An eminent engineer who was con- 
sulted made an investigation and reported that many operating 
economies were possible. Facilities for distribution were well 
organized and the potential earning power of the assets was not 
in doubt. The lack of profits during the preceding year was 
caused by the disorganized conditions in the industry, in addi- 
tion to incapable management. With improvement in the oil 
industry and a new management, it was possible that a profit 
could be earned.^ If cash were loaned by the bankers and the 
two principal preferred stockholders in order to continue the 
operations of the company, additional capital might be secured 
subsequently from the public. The reputation of the company 
among its customers might be injured by receivership. 

Whether or not additional cash might be required in the 
following months depended on the improvement of conditions 
in the oil industry and the length of time necessary for the poli- 
cies of the new management to become effective. There was no 
certainty that the company, even under new management, could 
survive. A loan of cash might serve only to postpone receiver- 
ship. Thus a loss of the money loaned, in addition to the orig- 
inal investment in preferred stock, might be incurred. Because 
of the excessive stocks of oil and the new sources of supply 
which had been developed, an immediate improvement of con- 
ditions in the industry was unlikely. 

The bankers opposed reorganization because of its injurious 

’One of the bankers had a similar experience in the Chaplin Tea Company. In 
this instance, the management had deveioped the company from a small beginning 
until it was one of the principal corporations of its kind. Inventory losses in 1920 
made the company insolvent. The financial condition was so weak that, if a 
receiver had been appointed, liquidation of the assets for the benefit of creditors 
would have resulted. The preferred stockholders who were in control, however, 
loaned additional capital and continued the business under new management. At 
the time, the situation seemed even more hopeless than that of the Desmond 
Refining Company. The new officers, however, liquidated assets which were not 
essential, enforced rigid economies, and reorganized operations. The result was 
that a profit was shown within a year, and the investment of preferred stock- 
holders remained intact. 
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effects on the reputations of their firms among investors. The 
two preferred stockholders who supported the plan were willing 
to lend additional funds because their combined holdings were 
in excess of $3,000,000. The committee, therefore, decided to 
continue the operations of the company. New officials were 
appointed, and the engineer who had been consulted was 
retained as chairman of the board. 

8. FAIRFAX NATIONAL BANK — ^PURCHASE OF THE DEPOSITS OF A 
WEAKENED BANK IN PREFERENCE TO THE PURCHASE OP ITS ASSETS 

On December 31, 1921, an organization of the clearing-house 
banks of a mid-western city decided that the weak condition of one 
of its members, the Milton National Bank, and its allied barik, the 
Milton State Bank, did not justify continuance of banking opera- 
tions. It was apparent that unwise investments and the condition 
of a portion of the loans provided insufficient security for the liabil- 
ity of the banks to their depositors. Two measures had been con- 
sidered: first, to throw the Milton banks into the hands of a re- 
ceiver; second, to recommend the assumption of deposit liabilities 
and the gradual liquidation of assets by one of the member banks. 
If a receivership had been recommended, failures of other financial 
and industrial organizations of the city probably would have re- 
sulted. The amount of the deposit liabilities, however, limited the 
possible purchasers to two banks, the Fairfax National Bank and 
the Bradshaw National Bank. 

The Fairfax National Bank had the largest resources of any 
bank in the city. The Bradshaw National Bank was the second 
bank in the city in amount of resources. The difference in the re- 
sources of these two banks was greater than the total resources 
of the Milton National Bank and the Milton State Bank, which 
were the weakened institutions. However, if the Bradshaw Na- 
tional Bank were successful in its bid, its competitive situation 
would be strengthened substantially. Even though the purchas- 
ers were limited to the two leading banks of the city, it was con- 
sidered advisable by the clearing-house banks to recommend that 
these two banks submit bids for the deposits of the banks which 
were to be closed. 

It was considered necessary for the protection of Milton de- 
positors to effect a merger or sale before banking hours the morn- 
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Statement of the Condition of the Fairfax State Bank 
AT THE Close of Business, December 31, 1921 


RESOURCES 


Time Loans 

Demand Loans 


$16,378,702.79 

Bonds and Securities . . 

16,166,940.39 


Due from Banks 

29,478,595-08 


Cash 

1,598,755-41 


Demand Resources . . 


61,052,980.75 

Total 


$77,431,683.54 

liabilities 


Capital 

.$ 5,000,000.00 


Surplus 

. 5,000,000.00 


Undivided Profits 

. 2,400,010.50 


Unearned Interest 

82,717-31 


Reserved for Taxes, Interest, and 


Dividends 

• 1.311,177-75 

$13,793,905-56 

Demand Deposits 

•$20,647,531.72 


Time Deposits 

. 42,990,246.26 

63,637,777-98 

Total 


$77,431,683.54 


ing of January 3. The officers of the Fairfax National Bank met 
January i, 1922, and considered the advisability of assuming the 
deposit liabilities of the two banks. Its reputation was of suffi- 
ciently long standing to obviate the possibility of a loss of pres- 
tige by this purchase. A decision to purchase, if possible, was a 
foregone conclusion. Determination upon the type of bid was the 
principal topic for discussion. Two proposals were made: one, to 
purchase the assets of the banks; the other, to purchase the de- 
posits. It was known that tlie Bradshaw National Bank had spent 
the preceding week in examining the assets of the Milton institu- 
tions for evaluation purposes. In the limited time allotted for a 
decision and for the formulation of a bid, such an appraisal was 
impossible for the Fairfax National Bank. It was possible, how- 
ever, to make an estimate of the value of the assets. 

The Fairfax National Bank had been built up through a suc- 
cession of mergers but it had never purchased a weakened bank. 
The total resources of the Fairfax National Bank were $326,000,- 
000. It had 3,500 correspondent banks located in every section of 
the United States, but chiefly in the Middle West. The resources 




FINANCIAL PROBLEMS 


ISS 


Statement of the Condition of the Fairfax State Bank 
AT the Close of Business, January 3, 1922 


RESOURCES 


Time Loans 

Demand Loans 

$16,435,330.13 

$21,428,493.72 

Bonds and Securities . . 

19,609,324.00 


Due from Banks 

28,453,210.34 


Cash 

3,819,680.33 


Demand Resources . . 


68,317,544.80 

Total 


$89,746,038.52 

liabilities 


Capital 



Surplus 

.... 5,ooo.,ooo.oo 


Stockholders a/c Milton 



Undivided Profits 

2,425,905.84 


Unearned Interest 

82,850.17 


Reserved for Taxes, Interest, 

and 


Dividends 


$14,802,416.49 

Demand Deposits 

$24,383,224.87 


Time Deposits 

50.560,397.16 

74,943,622.03 

Total 


$89,746,038.52 


of the Milton National Bank, which was the more important of 
the Milton organizations, were $71,000,000. It had a substantial 
number of desirable commercial customers and, in addition, 1,500 
correspondent banks located in five states. There was little doubt 
that the purchasing bank could retain most of these accounts. 

The Fairfax National Bank Building also housed the Fairfax 
State Bank. It was controlled by the same management, but re- 
tained its separate identity because under state law it could trans- 
act business not allowed under the charter of the Fairfax Na- 
tional Bank. The organization of the Milton State Bank and that 
of the Fairfax State Bank were similar. Each had a savings de- 
partment, which accepted time deposits, a commercial department, 
which granted small secured loans, a trust department, which 
acted as trustee for estates and corporations, and a bond depart- 
ment, which bought and sold investment securities. The savings 
department of the Milton State Bank constituted the major divi- 
sion of the business. The resources of the Fairfax State Bank 
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Daily Statement of the Condition op the Fairfax 
National Bank at the Close of Business, 
Saturday, December 31, 1921 


RESOURCES 

Loans 



Bills Discounted 

$133,787,601.08 


Demand Loans 

78,943,185-63 


Bonds, Securities, etc 

22,202,802.22 

$234,933,588.93 

Due from Banks 



New York 

.$ 8,169,686,38 


Other Banks 

24,561,123.00 


Cash 

18,106,540.06 


Balance Federal Reserve Bank 31,104,911.86 


Due from U. S. Treasury 

2,500.00 

82,035,761.30 

Foreign 


880,791.26 

U. S. Bonds 


6,476,250.61 

Real Estate 


32,945.00 

Securities Bought under Agree- 



ment to Repurchase 


i, 9 S 7 , 772-27 

Total 


$326,316,109.37 

liabh-ities 

Capital Stock 


$ 25,000,000.00 

Surplus 


15,000,000.00 

Profit and Loss Account 


1, 744,450-91 

Undivided Profits 

.$ 4,088,407.62 


Less Expenses and Taxes Paid 2,304,682.79 

1,783,724.83 

Bills Payable 

0. 


Rediscounts 

0. 

0. 

Circulation 


50,000.00 

Deposits 



Individual 

.$164,216,008.95 


Banks ’. 

. 118,521,924.68 

282,737,933.63 

Total 


$326,316,109.37 


were $77,500,000; those of the Milton State Bank were $11,000,- 
000. In the latter institution, almost $10,000,000 of these re- 
sources represented savings deposit liabilities to 38,000 customers. 
The interest rate on savings deposits was the same in both banks. 

Since liquidation of the loans to industrial and agricultural 
borrowers of the Milton banks might cause failures, the clearing- 
house banks expected the bank which assumed the deposit liabil- 
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Daily Statement of the Condition of the Fairfax 
National Bank at the Opening of Business, 
January 3, 1922 


RESOURCES 

Loans 



Bills Discounted 

$180,455,343-89 


Demand Loans 

78,943,185.63 


Bonds, Securities, etc 

28,752,552.89 

$288,151,082.41 

Due from Banks 



New York 

$ 9,038,658.80 


Other Banks 

30,157,739-11 


Cash 

21,802,138.10 


Balance Federal Reserve Bank 

: 36,428,609.26 


Due from U. S. Treasury 

2,500.00 

97,429,645.27 

Foreign 


905,580.85 

U. S. Bonds 


7,195,843.91 

Real Estate 


32,945.00 

Securities Bought under Agree- 



ment to Repurchase 


1,957,772.27 

Total 


$395,672,869.71 

LIABILITIES 

Capital Stock 


$ 25,000,000.00 

Surplus 


15,000,000.00 

Profit and Loss Account 


3,528,175.74 

Undivided Profits 

0. 


Less Expenses and Taxes Paid. 

0. 


Bills Payable 

0. 


Rediscounts 

$ 13,283,460.94 

13,283,460.94 

Circulation 


50,000.00 

Deposits 



Individual 

$199,345,094-79 


Banks 

131,753,134.90 


Milton Stockholders 

7,713,003-34 

338,811,233.03 

Total 


$395,672,869.71 


ities of the Milton banks to follow a lenient renewal policy. Such 
procedure also was necessary to permit the purchasing bank to 
realize the maximum from the Milton assets. This meant that the 
assumption of deposit liabilities entailed prolonged liquidation. 
The clearing-house banks had agreed not to compete for these de- 
positors v/ith the institution which relieved the situation. 

The difficulties of^ the Milton banks were attributed in part to 
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Statement of the Milton State Bank at the Close 
OF Business, December 31, 1921 
resources 


Time Loans ? 2,650,852.08 

Demand Loans 2,649,818.18 

Loans on Real Estate i,04SiS37'2i 

Real Estate Bonds 1,376,321.20 

Bonds and Securities 2,365,877.06 

Other Real Estate 16,016.56 

Overdrafts 17144 

Milton National Bank 379)592-84 

Bickerstaff National Bank 110,545.06 

Morley Trust Company 100,931.30 

Cash on Hand 136,564.51 

Checks for Clearance 95,912,39 

Cash Items 32,321.14 

Items in Transit 18,796.03 

Demand Interest Account 9,802.61 

Internal Revenue Stamps 100.00 

War Saving Thrift Stamps 418.90 

$10,989,578.51 

LIABH.ITIES 

Capital .'j! 500,000.00 

Surplus 250,000.00 

Undivided Profits 273,868.31 

Contingent Fund 50,000.00 

Reserved for Interest and Ta.\es 72,431.31 

Deposits, Individual 705,625.31 

Deposits, Savings 7,447,240.80 

Deposits, Savings Club 2,289.00 

Deposits, Time Certificates 559,815.31 

Deposits, Banks and Bankers 5,957-59 

Deposits, City 75,000.00 

Deposits, Trust Company 456,456.64 

Deposits, Trust Department Special 66,851.49 

Deposits, Bond Department 374,918.24 

Deposits, R/E Loan Department 75,190.42 

Cashier’s Checks 40,066.30 

Certified Checks 1,457-35 

Expense Checks 6,228.45 

Unclaimed Balances 472.81 

Milton State Pension Fund 655.71 

Suspense Account 4,928.11 

Savings Plus Insurance Receipts 125.36 

Dividends Unpaid 20,000.00 


110,989,578.51 
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Statement of the Condition of the Milton National Bank 
AT THE Close of Business, December 31, 1921 


resources 


Loans $46,667,742.81 

Loans, Foreign Department 221,903.57 

Overdrafts 87,454.37 

Stock of Federal Reserve Bank 210,000.00 

U. S. Bonds 88,160.00 

U. S. Certificates of Indebtedness 5,000.00 

Bonds to Secure Postal Savings Deposits 170,647.50 

Other Bonds and Securities 3,168,008.15 

Other Bonds to Secure War Loan Deposit 430,785.80 

Other Bonds and Securities to Federal Reserve 

Bank as Excess Security for Loans 25,000.00 

Cash and Accounts Receivable Due from Building 110,702.22 

Interest Accrued and Paid in Advance 171,742.52 

Transit Account — General 1,646,704.74 

Banking House 3,000,000.00 

Transit — Reserve 2,889,204.49 

Transit — B/L 514,969.88 

Transit — Duplicate 1,388.06 

Transit — Federal Reserve Collection Account 11,759.04 

Due from Banks 1,366,815.36 

Cash Coupons 34,746.96 

Cash Account 3,609,564.34 

Due from Federal Reserve Bank 5,3^3,697.40 

Revenue Stamps 1,098.82 

Due from Foreign Banks 104,176.66 

Customers’ Liability a/c Acceptances 600 ,3 7 1 .90 

Customers’ Liability a/c Letters of Credit and 

Travelers’ Checks 655,171.22 

$71,116,815.81 


inadequate collateral for its secured loans. The collateral, more- 
over, was insufficiently diversified and, in instances, of little- 
known corporations which made it difficult to market. In par- 
ticular, the officers of the Milton banks had sponsored and in- 
vested in new industrials which at this time were in financial diffi- 
culties, Sales of securities of these industrials had been made to 
Milton customers, who had given the securities as collateral. It 
was possible that the assets of the Milton banks were not sufficient 
to equal eventually the deposit liabilities. 

At the meeting of the representatives of the clearing-house 
banks it had been announced that a guarantee of $2,500,000 was 
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Statement of the Condition of the Milton National Bank 
AT THE Close of Business, December 31, 1921 


LIABILITIES 


Capital $ 5,000,000.00 

Surplus 2,000,000.00 

Profit and Loss 394,418.66 

Interest Collected but Not Earned 3 i 7 ) 735 -i 7 

Depreciation on Canadian Exchange 218.74 

Protest Fees 30.47 

Telegrams 600.30 

Rediscounts 13,283,460.94 

Reserved for Taxes and Ground Rent, Insurance and 

Banking House 100,000.00 

Milton Building Account 114,837.34 

Dividends 100,082.00 

Reserved for Taxes 135,364.26 

Guarantee Account 88,561.28 

Cashier’s Checks 3S)407.3S 

Cashier’s Checks, Expense 267.50 

Cashier’s Checks, Foreign 11,101.63 

Certificates of Deposit — ^Time 253,164.98 

Certificates of Deposit — Demand 7 S»SS 9-05 

Certified Checks 322,898.06 

Local Drafts 205,087.78 

Local Drafts, Special 683,362.67 

Margins 118,500.00 

Inactive 47,588.05 

Due to Banks 12,928,950.22 

Due to Federal Reserve Bank, Fiscal Agent 311,454.36 

Due to Individual Depositors 32 ) 795 ) 139-87 

Pension Fund 3)334-52 

Postal Savings Deposit 84,733.45 

Sundries Account 28,784.06 

Sundries, Foreign Dept 268,552.18 

Difference Account 3,572.00 

Building Earnings and Reserves 110,702.22 

Cash Letters of Credit and Travelers’ Checks 29,228.63 

Liability a/c Acceptances 608,946.85 

Liability a/c Letters of Credit and Travelers’ Checks 655,171.22 


to be placed at the disposal of the bank which purchased the two 
Milton institutions. There was an unconditional guarantee to 
meet any deficit between the value of the assets and the deposit 
liabilities up to the pledged amount. It had been announced, also, 




FINANCIAL PROBLEMS 


i6i 

that certain stockholders of the embarrassed banks had previously 
guaranteed $1,000,000 for this purpose, in addition to the legal 
double liability for which they were responsible. 

The condition of the assets of the Milton banks and the limited 
time in which to form a bid caused the directors of the Fairfax 
National Bank to decide not to present a bid based on an estima- 
tion of the value of the assets but to submit a bid for the deposits. 
The Fairfax banks were to assume immediate liability for the de- 
posits and to pay a commission oi for all commercial deposits, 
computed on the basis of the average deposits during the last three 
months of 1922. Five per cent of all savings deposits was to be 
paid on the average deposits of the last five months of 1922. All 
the assets of the two Milton banks were eventually to be liqui- 
dated in order to provide payment to the Fairfax banks for their 
assumption of the deposit liability. The cash on hand and the 
amounts due from banks were to be applied immediately as par- 
tial payment. Payment of Milton stockholders and all liquida- 
tion procedure were to be carried out by the Milton banks xmder 
the absolute control and administration of the Fairfax banks. As 
soon as the assets of the Milton banks were liquidated and the 
loans paid up, their charters were to be given up; this would com- 
plete the amalgamation of the Milton and Fairfax institutions. 
Income from the investments and loans before the liquidation was 
to be credited to the Milton banks. The personnel of the Milton 
banks was to be taken into the Fairfax organizations. It was ob- 
vious that the 400 employees and officers would be required to 
transact the increased business of the Fairfax banks. There was 
no obligation, however, to retain any of them. Banking opera- 
tions from the morning of January 2 were to be conducted solely 
from the Fairfax National Bank Building. 

The Fairfax National Bank was successful in its bid. 

In his annual report to the stockholders of the Fairfax Na- 
tional Bank, dated December 31, 1923, the chairman of the board 
of directors stated: “The liquidation of the Milton banks has 
progressed so well that the Fairfax banks have been paid in full 
for the liabilities of the Milton banks, amounting to approxi- 
mately $74,000,000, which we assumed when we took over this 
business. On January 3, 1924, the guarantee fund put up by the 
clearing-house banks will be returned to them with interest, and 
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our contract then will have been completed most successfully. 
The Milton banks will still have considerable assets which, when 
liquidated, will insure a substantial return to their stockholders.” 

9. INTEECONTINENTAL TBADING COMPANY — ESTABLISHMENT OF A 
FOEEIGN TRADE POLICY BY A NEWLY FORMED COMPANY WHICH 
PURCHASED THE ASSETS OF A BANKRUPT EXPORT 
AND IMPORT CORPORATION 

In December, 192 1, the Intercontinental Trading Company was 
incorporated to purchase the assets of the Interoceanic Export 
Company which was operated by a receiver. The increase in de- 
mand for products from the United States caused by the World 
War resulted in a rapid expansion in the latter company’s volume 
of orders from 1914 to 1919. During the depression period which 
followed, the company was declared bankrupt. When the assets 
were purchased by the Intercontinental Trading , Company it was 
necessary for the officers to establish a policy for resuming 
foreign-trade activities. 

The Interoceanic Export Company was incorporated in 1914 
with a capital of $1,000. It acted as selling agent for manufac- 
turers in the United States who produced automobiles, trucks, and 
automotive supplies which were exported for a commission to 
England. By 1916 the capitalization was $1,000,000, and in that 
year it was increased to $12,000,000. Subsidiary selling compa- 
nies were organized in 20 foreign countries; the capital for these 
was supplied by the parent corporation. They became export 
agents for various products made in the United States and in addi- 
tion engaged in import trade. Although the company originally 
had specialized in automobiles, trucks, and automotive supplies, 
the increasing demand for commodities from the United States 
resulted in an increase in the nuraher of products exported and 
an increase in the company’s trade. At first the sale of the addi- 
tional lines was usually made on letters of credit. With the in- 
crease in volume of sales liberal credit was extended. Merchan- 
dise was bought before contracts for its sale had been made. Ac- 
tivities of the company were extended beyond exporting and im- 
porting. For example, a steamship company was purchased and 
incorporated as a subsidiary, and, in addition to the export of 
tobacco, the company engaged in the manufacture of cigarettes. 
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In 1918, the total volume of sales was $55,000,000 — 75% of 
which was export trade. 

In October, 1919, the officers of the Interoceanic Export Com- 
pany realized the consequences which might result from its over- 
extended condition. There was in stock merchandise valued at 
$5,000,000 which had not been sold, and, in addition, merchan- 
dise had been purchased for $4,750,000 to fill orders but had not 
been delivered. The officers attempted to enforce a policy of 
retrenchment. They endeavored to reduce domestic stocks and ad- 
vised foreign selling companies to decrease inventories. Further 
commitments for merchandise were not to be allowed unless orders 
from customers had been received. Additional sales were to be 
made only on letters of credit. These recommendations were not 
followed completely by the subordinate operating officials, and 
since the prospect for profits was still encouraging, no measures 
for the enforcement of the policy were adopted. 

Early in 1920, commodity prices and foreign exchange rates 
began to decline. The company became heavily in debt. A total 
of $12,000,000 was owed to banks and merchandise creditors. The 
entire capital of $12,000,000 was invested in foreign selling com- 
panies, and working capital, except for accumulated earnings, 
was furnished by outside creditors. Operations had been extended 
to the principal countries of the world. During this rapid ex- 
pansion, it had been difficult to secure experienced and capable 
personnel, and junior executive positions had been filled by men 
without adequate ability. 

During March and April, 1920, a concerted effort to liquidate 
was inaugurated. Executive positions were filled by newly ap- 
pointed officials to assist in this policy. Demand for commodities 
declined to such an extent that disposition of domestic stocks of 
merchandise was difficult, although the losses involved were dis- 
regarded. Foreign subsidiary selling companies were liquidated 
at a fraction of the originally invested capital. Many foreign buy- 
ers refused to accept merchandise that had been shipped on their 
orders. In Japan, for instance, there was a stock of textiles 
valued at $500,000, and, although orders from customers had 
been received for it, they refused to accept delivery. The stock 
was liquidated at 25% of its original selling price. Similarly, 
merchandise had been shipped to South America, and buyers 
refused to accept drafts for payment. Concessions in price were 
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made to secure acceptance from original purchasers, or local 
agents were given charge of the sale of the merchandise. During 
the remainder of 1920 further efforts were made to liquidate the 
assets of the corporation. The company’s building in New York 
City was sold for $2 ,000,000. 

In March, 192 1, the company was unable to make a payment of 
$1,000,000 due on a serial note issue. Bankruptcy proceedings 
were instituted and a receiver was appointed. The receiver con- 
fined his efforts to liquidation of the company’s assets. In South 
America, for example, $500,000 was owed to the company on ac- 
count from customers, the major portion of which was a year or 
more overdue. There was also an investment of $500,000 in the 
subsidiary selling company which had been organized there. Sim- 
ilar conditions existed in other foreign countries. 

The assets of the company were sold in December, 192 1, to the 
Intercontinental Trading Company, which was incorporated for 
this purpose. It paid a specific sum and agreed to return 50% of 
the amount of claims collected in excess of their purchase price. 
Half the activities of the new corporation were directed toward 
settlement of claims and liquidation of frozen assets abroad. In 
the spring of 1922, the officers were confronted witli the problem 
of determining what kind of foreign-trade activities should be re- 
sumed. 

It was recommended that tlie export business be neglected and 
that the company fill only those foreign orders under letters of 
credit which were received from former customers, and that the 
principal emphasis be placed on development of imports. To en- 
gage actively in the export trade required the establishment of 
foreign branches or sales agents, to replace those discontinued. 
Extensive export operations, the officers believed, could be car- 
ried on successfully only by extension of credit to foreign buyers. 
Competition with foreign manufacturers in their own markets was 
difficult to overcome because of the depreciated currencies. It 
was necessary to secure agencies from domestic manufacturers to 
export the majority of manufactured products for which a demand 
existed. Former connections with manufacturers had been 
severed, and the agencies had been granted to other export com- 
panies, Most of such commodities as wheat and cotton were ex- 
ported on a narrow margin of profit by specialists. 

The name of the Interoceanic Export Company, on the other 
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hand, was well known in foreign countries. As successor to a 
company which had been pre-eminent in foreign trade, the Inter- 
continental Trading Company had prestige among foreign buyers 
and could secure former customers. It was possible also to re- 
establish foreign selling connections with the men who had acted 
as agents or as officials of the subsidiary companies. Since the 
company had taken over the operating force of the former corpo- 
ration with the exception of the higher executives, it had knowl- 
edge of important foreign markets and experience in the com- 
mercial practices of the various countries. The export trade of 
the company might be resumed if sufficient efforts were directed 
toward that end. The establishment of foreign connections, more- 
over, placed the company in a favorable position to profit as fully 
as competitors from whatever improvement might develop in the 
export trade. Neglect of exports allowed competitors to become 
entrenched so firmly that subsequent development of export trade 
was rendered more difficult. The officers were unwilling to take 
the credit risks involved in exporting and to invest the necessary 
capital in establishing branches. Although the advantages of in- 
creased volume of sales from export trade might be sacrificed, 
they decided to confine efforts to importing. Organizations in for- 
eign countries were not necessary for this trade, since all trans- 
actions abroad could be performed either by a single purchasing 
agent in each country or by communication with the foreign seller 
from the home office. An enlarged sales force in this country was 
not required because buyers customarily came to New York to 
place orders and other customers could be quoted prices by mail. 
Low rates of exchange served to benefit the importer. Credit risk 
was reduced materially, since sales were made in this country 
where specific credit information was available and where a close 
supervision of collections could be exercised. The credit risk in- 
curred was similar to that of a domestic wholesaler; in exporting, 
the credit risk was of the same nature, except that the foreign cus- 
tomer was farther removed and adequate information concerning 
his financial responsibility was meagre and more difficult to secure. 
His ability to pay, also, was affected by political and economic 
disturbances over which he had no control. 

The majority of the company’s imports to the United States 
were to come from South America, and the most important com- 
modities for which a ready market existed were hides, beeswax, 
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and crude drugs. Merchandise usually was to be purchased after 
orders for it had been received, and the company would charge a 
commission for its work. Though no emphasis was placed on 
export trade, the company was willing to execute those orders 
received which exceeded $500 in amount. These came principally 
from customers of the former company. Exports were expected 
to constitute only 2$% of the total volume. 


B. COMMERCIAL BANKING AND THE BUSINESS CYCLE 

10. NEW ENGLAND COMMERCIAL NATIONAL BANK — GRANT OF 
CREDIT DESPITE UNFAVORABLE CURRENT POSITION 

The policy of the New England Commercial National Bank 
was to readjust its lines of credit to customers once a year 
unless a decided change in the financial condition of a com- 
pany came to its attention. If a company maintained its rela- 
tive position in an industry, a line of credit ordinarily was not 
reduced suddenly, although under adverse business conditions 
the bank often advised customers to conserve their assets. No 
legal obligation to extend credit existed, but the bank, in com- 
mon with its competitors, accommodated its customers whenever 
possible in order to retain their deposits. The cashier of the 
New England Commercial National Bank had read an article 
on the advisability of an improving current ratio of assets to 
liabilities in a period of prosperity, with which he agreed in 
theory.^ He cited, however, three loans made in October, 1923, 

“'Bank Management and the Business Cycle,” by Professor 0 . M. W. Sprague, 
Harvard Business Review, vol. i, p. 19, advanced an argument on the subject of 
unsecured bank loans, which may be summarized as follows : 

An overexpansion of industry is brought about by increased costs and prices. 
Although profits during the period of activity are retained in a business, the require- 
ment for funds to make purchases is greater proportionately than the increase in 
capital, because of high interest rates and high prices. Bank loans, furthermore, 
are used where long-term financing should be effected. Credit, which is demanded 
to finance the customary volume of sales, is used to excess and prices are increased 
still more. Inflation decreases the realizable value of assets in that they are subject 
to greater price declines. Commercial banks arc under obligations to extend credit 
to solvent depositors and, also, to deny credit to companies when it is detrimental 
to applicants’ interests to secure it. No check from outside can be placed on 
excessive borrowings early enough, because the Federal Reserve System cannot have 
a real influence until borrowings from it are extensive, and this situation does not 
occur until the period of activity is well advanced. 'To create an inside check is 
difficult, since a bank hesitates to refuse credit which, although it would be detri- 
mental, appears justified because of the danger of the loss of customers. In the 
past, banks did not require statements, and those who asked for them lost custom- 
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to companies whose statements showed current ratios which 
were declining or were less than that ordinarily required. 

The Bridgeman Dry-Goods Company, which bought and sold 
all kinds of staple cotton goods, had been organized, in 1922, 
by a former salesman of an established wholesale dry-goods com- 
pany in the vicinity. Purchases were made from mills or com- 
mission merchants, and sales, to dry-goods and department 
stores. The proprietor, with a capital of $18,000, had secured 
sales of $225,000 during the fiscal year ending October 31, I923. 
The balance sheet as of that date follows; 


BErocEMAN Dry-Goods Company — Balance Sheet 
AS OF October 31, 1923 


Assets 


Liabilities 


Cash 

$ 900 

Accounts Payable .... 

.$27,200 

Accounts Receivable . . 

23,200 

Accrued Items 

500 

Merchandise (at cost) . 

19,100 

Quick Liabilities , . . 

,$27,700 

Quick Assets 

$ 4 t ,200 

Capital 

. 18,000 

Equipment 

200 

Surplus 

700 

Prepaid Expenses 

2,700 



Organization Expenses. 

300 



Total 

$46,400 

Total 

. $46,400 

Current ratio 1.6 to i 



A “2 to i” ratio usually was required of wholesale dry-goods 
merchants. Since the proprietor of the company, however, was 
an honest and capable man, the cashier decided to extend a line 
of credit of $3,000 to enable the company to take cash discounts 
on its purchases. 

The Security Clothing Store, which had been established for 
four years, sold men’s trade-marked clothing of standard styles. 
It occupied the second floor of a building in the center of the 
business district and employed six salesmen; 75% of its mer- 
chandise was sold for cash. The owner of all the capital stock 
had been accustomed to borrow about $10,000 at the two seasons 
of the year when the purchases were the heaviest, and, at other 

ers. The practice, nevertheless, has increased and has become general at least among 
city banks. In like manner, a movement may be established to require an improv- 
ing current ratio in order to allow for unusual losses from inflated inventories and 
receivables. 
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times, smaller sums to enable him to buy job lots and stocks of 
merchandise which were being sold for cash by bankrupt corpora- 
tions. He had arranged annually to pay off his bank borrow- 
ings entirely. Usually after such liquidation no loans were re- 
quested for three months. The balance sheets of the company 
at designated dates from 1920 to 1923 are shown below. 


The Security Clothing Store — Comparative Balance 
Sheets, 1920-1923 
(In thousand'! of dollars) 


Assets 

Sept. I, 

’20 July I.’: 

!I Feb.28,’22 

Feb. 28,’: 

23 Sept.30,’23 

Cash 

2 

S 

4 

3 

4 

Accounts Receivable. . 

5 

6 

6 

7 

II 

Merchandise* 

31 

22 

22 

27 

36 

Government Securities. 

0 

0 

0 


2 

Quick Assets 

38 

33 

32 

38 

S3 

Equipment 

I 

1 

I 

I 

2 

Good-Will 

0 

41 

41 

41 

41 

Miscellaneous 

0 

I 

3 

0 

I 

Total 

39 

76 

77 

80 

97 

Liamlitie.s 

Sept. I, 

-20 July I,’; 

!I Feb.28,’22 

Feb.2S,’ 

23 Sept.30,’23 

Accounts Payable . . . . 

8 

9 

8 

8 

21 

Miscellaneous 

0 

2 

0 

0 

0 

Quick Liabilities . . . 

“8 

II 

"8 

8 

Ti 

Capital 

31 

63 

63 

63 

63 

Surplus 

0 

2 

_6 

9 

11 

Total 

39 

T6 

77 

8o' 

97 

Net Worth 

31 

24 

28 

31 

3 S 

Current ratio 

4.7 to : 

I 3.01 to 

I 4.0 to I 

4.7 to 

I 2.5 to I 


* Valued at cost or matkct, whichever was lower. 


In September, 1923, in preparation for fall sales, the company 
had an inventory of merchandise and a total of accounts pay- 
able larger than at other seasons of the year. Funds had not 
been borrowed from banks, since tlie proprietor deemed it pref- 
erable to hold his lines of credit in reserve, in order to enable 
him to take advantage of any favorable opportunities to pur- 
chase merchandise. He desired, however, an increase in his line 
of credit from $10,000 to $15,000. In spite of the declining cur- 
rent ratio, the cashier decided that, since the sales of the com- 
pany had been increasing steadily, from $71,000 in 1921 to 
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$104,000 in 1922, and to $145,000 in 1923, and since profits had 
been made each year, he was justified in extending the additional 
credit. 

The Lunt Knitting Mills owned a modern plant without en- 
cumbrance in which it produced women’s and children’s under- 
wear. The financial affairs of the company were in charge of 
an able business man. The sales of the company during 1922 
had amounted to $626,000, and profits were $64,000. Accounts 
payable were paid promptly; the receivables from the whole- 
salers to which sales were made were almost all “quick.” At two 
other banks, the Lunt Knitting Mills had lines of credit of $55,000 
each; it used these lines almost continuously to finance its pur- 
chases. Since the stockholders’ interests amounted to about 
$145,000, bank loans of $110,000 were unusually large in rela- 
tion to net worth. The balance sheets of Lunt Knitting Mills 
for January, April, and July, 1923, are shown below. 


Lunt Knitting Mills — Comparative Balance Sheets 

(In thonsands of dollars) 


Assets 

Jan. I, 1923 

April 1, 1923 

July 1, 1923 

Cash 

18 

21 

30 

Accounts Receivable .... 

48 

54 

60 

Merchandise 

104 

130 

146 

Quick Assets 

170 

20s 

236 

Machinery 

122 

125 

130 

Total 

292 

330 

366 

Liabilities 

Jan. 1,1923 

April 1, 1923 

July 1,1923 

Notes Payable 

93 

104 

108 

Accounts Payable 

6 

29 

59 

Reserves for Taxes 

7 

7 


Quick Liabilities 

. . . 106 

140 

167 

Reserves 

49 

43 

52 

Capital Stock 

8s 

85 

85 

Surplus 

52 

62 

62 

Total 

292 

330 

366 

Current ratio 

1.6 to I 

i.S to I 

1.4 to I 


The treasurer of the Lunt Knitting Mills requested that the 
New England Commercial National Bank extend a line of credit 
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of $55,000. He promised that at no time would borrowings be 
made from more than two of the three banks, and that the ac- 
counts would be rotated. He stated also that average balances 
of $11,000 would be maintained in each of the banks. Since the 
knitting mill was without encumbrance, and since it was suffi- 
ciently standard to be readily salable, the loss, if a forced sale 
were necessary, probably would not exceed the investment of the 
stockholders. The company, furthermore, had made profits 
during 1922, and expected to add substantially to its surplus in 
1923. On the other hand, the excess of quick assets over quick 
liabilities was not as large as the bank ordinarily demanded from 
companies in tliis industry. Since the company did not expect 
to be in a position to pay off all its notes payable within two years, 
any loans would be in a sense “frozen.” 

Because of the confidence of the cashier in the treasurer of the 
Lunt Knitting Mills, however, it was determined to grant the line 
of credit requested, provided the company agreed to rotate its 
borrowings and maintain an average balance of 20 %. 

II. PEOPLES BANK AND TRUST COMPANY — INVESTMENT OP 
SURPLUS FUNDS FOLLOWING PERIOD OF LIQUIDATION 

The management of the Peoples Bank and Trust Company of 
New York City always had been conservative. Minor losses 
only were taken in 1920 and in the first nine months of 1921. 
At the same time, every customer of the bank who had required 
funds had been accommodated to the limit of his line of credit. 
On October 14, 1921, the bank was capitalized at $15,000,000 
and had a surplus of $21,000,000; deposits aggregated $204,- 
000,000, and loans amounted to $162,000,000. For a short pe- 
riod prior to that date, the volume of loans had declined more 
rapidly than deposits, but the cashier estimated that liquid funds 
were adequate to provide for customers’ demands for the ensuing 
six months or longer. Loans constituted 60% and investments 
10% of the total assets; the proportion of time and call loans 
was satisfactory. In addition to the funds invested, the bank 
had approximately $5,000,000 with which the vice-president, in 
charge of investments, desired to purchase earning assets. 

Six different classes could be secured, namely; call loans, open 
market notes or acceptances, liberty bonds, railroad bonds, 



FINANCIAL PROBLEMS 


United States certificates of indebtedness, and bonds of public 
utilities and industries companies. The following tabulation gives 
the prevailing rates for paper in the New York money market 
on October 13, 1921; 

Call money 6% high, low, and renewal 


Time money 60-90 days S/^% 

Time money 4-6 months S/^ at 

Commercial paper 60 and 90 days indorsed and 

6 months’ choice names SH at sH% 

For names less well known 6% 

Prime eligible bankers’ acceptances 30 to 120 days. , .4^ at 4^4% 
New York Reserve Bank discount rate 5% on all paper 


The following tables are indicative of the prices at which other 
t3rpes of securities could be purchased: 


Table 9 — ^United States Government Bonds 
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Table ii — United States Certificates of Indebtedness 


Maturity 

Interest Rale 

October 13 

Approximate 

Yield 

12/15/21 

6 % 

lOoM 

4.00 

2/16/22 

5/2% 

lOoM 

4-38 

3/15/22 

5^4% 

looM 

4'2S 

3/15/22 

5M% 

10034 

4-25 

6/15/22 

5/2% 

10034 

4.53 

8/ 1/22 

5/2% 

ioo}i 

4.67 

6/15/24 

sm 

10034 

4-85 

3/15/22 

5 % 

10034 

4-25 

9/15/22 

s>4% 

10034 

4.80 

9/15/24 

S}<% 

lOI 

5.10 

Table 12 

— Utilities and Industrials 





Approximate 

Issue 


October 13 

Yield 

American Tel. and Tel. 6s of 1924. . 

.... 98/2 

6.5 

American Tel. and Tel. Trust 5s of 1946 88y< 

5-9 

American Tobacco 7s of 1923 

10134 

5.9 

Bethlehem Steel ist Ext. 5s of 1926. 

. ... 9234 

6.9 

Central Leather ss of 1925 

. . . . 90 

8.2 

Colorado F. & I. ss of 1943 

• • • • 79 ys 

6.8 

Duquesne Light 6s of 

1946 

.... 96/2 

6.3 

Montana Power ss of 1943 

.... 8734 

6.0 

New York Gas & Electric ist 5s of i 

948. 89 

5.8 

Peoples G. L. & C. Co 

1st 6s of 1943 

. . . . 94 

6.S 

Standard Oil Deb. 7s of 1931 

.... los 

6.3 

United States Steel 55 of 1963 

. • • • 95 

5.3 


How should the Peoples Bank and Trust Company have 
invested its surplus funds? 


12. EAELSTON SAVINGS BANK — 'INVESTMENT IN UNITED STATES 
GOVERNMENT BONDS IN 1922 

The Earlston Savings Bank was one of the oldest and most 
conservative savings banks in a Massachusetts city. The large 
surplus which it had built up in its 6o years of operation attested 
the success of its investment policies. The investment practice 
had been to invest its funds in bonds permitted by law, which 
combined maximum security of principal with highest yield for 
their type and to hold them until maturity. A portion of the 
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funds was invested in real estate mortgages in Massachusetts. 
The highest grade of mortgages had been extremely successful 
in the bank’s investments, but only a small quantity of them 
could be secured which were of the desired quality. It was 
necessary also, of course, for the bank to invest a portion of its 
funds in short term notes and commercial paper, in order to 
maintain a sufficiently liquid condition. The investment of the 
bulk of the bank’s funds in bonds was rendered difficult by the 
fact that there was not a large list of investments from which 
savings banks could choose. Hence it was necessary, usually, 
for the bank to take what was offered. In purchasing bonds, 
the bank did not consider their length of life in relation to 
changes in interest rates, but only in relation to the maturity 
dates of other invested funds. The result of this policy had been 
that many long term bonds, purchased about 1900 when interest 
rates were low, were selling in 1923 at a diminished price. Many 
of these securities still had 50 or 100 years to run and, if held 
to maturity, payment of principal was assured; but during the 
intervening period, if it were necessary to sell any part of them, 
loss of principal in the bank’s funds might result. 

In 1922, the Earlston Savings Bank had about $300,000 in 
bonds mature which it was necessary to reinvest. The United 
States Treasury in October, 1922, had issued 30-year bonds, 
which were selling to yield 4.25%. The treasurer of the bank 
was undecided whether to invest the $300,000 in United States 
Treasury 30-year bonds, yielding 4.25%, or in other issues, 
available at that time. The bonds of the United States Govern- 
ment, of Massachusetts, and of counties and municipalities in 
that state, were not taxable. All other bonds were subjected to a 
state tax of of 1% per year. In considering, therefore, the 
relative merits of these bonds, of 1% was added to the yield 
of the tax-free securities. 

The Massachusetts state laws restricted the field of savings 
bank investments to the following types: bonds or notes of the 
United States Government; Massachusetts state and municipal 
bonds; bonds of several other states and municipalities, approved 
by the state bank commissioner; first mortgage bonds of ap- 
proved railroads; first mortgage bonds of real estate in Massa- 
chusetts; and commercial paper and short time notes of local 
companies, approved by the bank commissioner. The treasurer 
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Table 13 — Typical List of Investments Offered 
TO Savings Banks in 1922 


Amount of 
Bonds Offered 

Bonds 

Non-taxable 

Interest 

Rate 

Maturity 

Yield 

12,000 

Boston, Mass 

4 % 

i960 

3.80 

12,000 

Commonwealth of Mass . . . 

4 ^% 

I 943 -S 4 

3 -So 

10,000 

Medford, Mass 

4 ‘470 

1925 

3-90 

10,000 

Medford, Mass 

4*4 7 o 

1927 

3-90 

20,000 

Medford, Mass 

4 ‘ 47 o 

1930 

3-85 

20,000 

Medford, Mass 

4 ‘ 47 o 

1934 

3.85 

15,000 

Medford, Mass 

4 ‘ 47 o 

1936 

3 . 8 s 

18,000 

Malden, Mass 

4 ‘ 47 o 

1926 

3.90 

11,000 

Malden, Mass 

4 ‘ 47 o 

1927 

3-90 

18,000 

Malden, Mass 

Malden, Mass 

4 ‘ 47 o 

1928 

3-90 

18,000 

4 ‘ 47 o 

1930 

3 . 8 s 

13,000 

Malden, Mass 

4*4 7 o 

1931 

3.8s 

24,000 

Milford, Mass 

4 / 47 o 

1941-52 

3.8s 

50,000 

Other miscellaneous cities 
in Massachusetts 


1925-60 

3.7S-3.90 

23,000 

Commonwealth of Mass. . . 

3 % 

1941 

3.9s 

Amount of 
Bonds Offered 

Subject to 3^ of 1% 

Tax 

Interest 

Rate 

Maturity 

Yield 

26,000 

California 

4/2% 

1949 

4.10 

100,000 

California 

4/2% 

I 9 S 0 

4.10 

18,000 

City of Baltimore 

S% 

1930 

4.10 

100,000 

City of Baltimore 

S% 

1931 

4.10 

100,000 

City of Baltimore 

5 % 

1932 

4.10 

100,000 

City of Baltimore 

5 % 

1933 

4.10 

12,000 

City of Cleveland 

5 % 

1934 

4.1s 

50,000 

Columbus, Ohio 

5 % 

1931 

4.20 

10,000 

St. Paul, Minnesota 

5/2% 

I 9 SI 

4.20 

14,000 

Detroit 

5 % 

1937 

4.2s 

10,000 

Hammond, Indiana 

6% 

1936 

4.50 

10,000 

Hammond, Indiana 

6 % 

1937 

4.50 

10,000 

Hammond, Indiana 

6 % 

1938 

4.50 

10,000 

Hammond, Indiana 

Boston & Albany R.R 

6 % 

1939 

4.50 

25,000 

5 % 

1942 

4.70 

16,000 

Northern Pacific R.R. (Re- 
fund. and Improvement) . 

5 % 

2047 

S.02 

25,000 

N. Y. Central & Hudson 
R.R. (Refund, and Im- 
provement) 

5 % 

2013 

5-02 

50,000 

New England Tel. & Tel. 
(First Mortgage) 

S% 

1952 

5 ‘00 
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of the bank studied carefully the list of investments offered to 
savings banks by local investment banking firms. The list given 
in Table 13 is typical in description, amount offered, maturity, and 
yield of the securities available at that time from offerings of in- 
vestment bankers. 

The treasurer also examined bonds (eligible for savings banks) 
that were listed on the New York Stock Exchange. The follow- 
ing railroad bonds, among others, were available from the issues 
regularly quoted on the New York Stock Exchange. 

Table 14 — Bonds Eligible for Savings Banks Listed on the 
New York Stock Exchange in 1922 
Interest 

Bonds Rate Maturity Yield 

Atchison, Topeka & Santa Fe Railway, 

General Mortgage 4% 199S 4.50 

Atchison, Topeka & Santa Fe Railway, 

East Oklahoma First Mortgage 4% 1928 5.15 

Atlantic Coast Line Railroad, First 

Consolidated 4% 1952 4.66 

Chicago & Northwestern Railway,* 

Sinking Fund Mortgage 5% 1929 5.20 

Chicago & Northwestern Railway,* 

Sinking Fund Mortgage 6% 1929 S'^o 

Norfolk & Western Railway, General 
Mortgage 6% 1931 4.95 



In comparing the relative merits of the United States bonds 
and of those offered by the investment banking firms and those 
listed on the Stock Exchange, it was apparent that none of the 
state or municipal bonds yielded as much as the United States 
1952 treasury bonds, when allowance was made for the tax-free 
provisions. Because the high income tax and surtax on the in- 
come of individuals did not apply to municipal and state bonds, 
the demand for these was so great that their yield was small. 
The result was that savings banks could not afford to invest in 
most municipal and state bonds. Only a few of the railroad 
bonds yielded more than the treasury bonds, allowing for the tax, 
and, while the principal of these bonds was probably secure, they 
were not comparable in security to government bonds. A further 
objection to purchasing any of the miscellaneous bonds was that 



176 PROBLEMS IN BUSINESS ECONOMICS 

only a few of each type were available, while the government 
bonds could be purchased in one block. The problem of the sav- 
ings bank was different from that of an individual investor: the 
former did not desire to purchase one or two bonds of each of 
many issues. 

These factors indicated that the United States 1952 treasury 
bonds were the most satisfactory for investment by the Earlston 
Savings Bank. In making his decision, the treasurer did not take 
into consideration the fact that the long time trend in interest 
rates might be upward during the life of these bonds, and that 
the bank, therefore, might repeat its experience in losing principal 
on long term bonds prior to maturity. He maintained that it 
was impossible to forecast the long time trend of interest rates. 
He further stated that it was not the policy of the bank to specu- 
late and that it should hold these bonds to maturity, whether or 
not they showed a profit or loss prior to that time. 

A suggestion was made to the treasurer that the purchase of 
long term bonds, even if held to maturity, was a speculation. No 
loss in principal might result, but a loss in income was possible 
should the long time trend of interest rates continue upward. It 
was impossible under such circumstances to avoid either a loss 
in principal or a loss in income. It was further suggested, there- 
fore, that the treasurer should invest in bonds of short maturity. 
The treasurer was of the opinion that it might be possible to 
forecast changes in interest rates for short periods of time, but 
he stated that he was unable to do this. He realized that the 
existing interest rates were low, compared with the rates of a 
few years previous and might be expected to rise. He was op- 
posed, however, to purchasing short maturity bonds with the ex- 
pectation that the funds could be reinvested in a long term issue 
under more favorable circumstances. The problem of investment 
became too complicated when short maturity bonds were pur- 
chased in larger quantities than the amount necessary to keep a 
portion of the bank’s funds in liquid condition. Futhermore, 
the treasurer stated that if the $300,000 were placed in short time 
issues and the long time trend of interest rates was downward, the 
bank would fail to make the profit which was certain to accrue 
from owning the long term treasury bonds. Moreover, since 
no short maturity bonds which gave the same security and yield 
as the 1952 United States treasury bonds were available in suffi- 
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cient quantity, purchase of short term bonds necessitated an im- 
mediate sacrifice in income in anticipation of possibly increased 
income and a probable slight capital gain. For this reason, the 
treasurer of the bank decided, in October, 1922, to invest the 
$300,000 in United States treasury bonds due in 1952. 

In September, 1923, the treasurer of the Earlston Savings 
Bank was of the opinion that his decision had been justified. The 
bond market, as a whole, was considerably lower than it had been 
in October, 1922, but the treasury bonds of 1952 continued to 
sell on the open market to yield 4.25^. 

13. BENDER TRUST COMPANY — RETENTION OF ESTABLISHED 
POLICY TO PURCHASE COMMERCIAL PAPER 

The Bender Trust Company, which was located in an eastern 
city of over 1,000,000 people, had about 6,000 depositors. It 
conducted a commercial banking business, acted as trustee and as 
executor, and was the fiscal agent for a number of corporations. 
Its commercial deposits averaged about $20,000,000, and the 
profits from its commercial business were 20 times those from its 
trust department. 

It had been the policy of the investing officer to place funds 
not required immediately in commercial paper, except when the 
prevailing rates on short term bonds of equivalent security were 
higher than those on paper which matured in six months or less. 
The motive, however, never had been to derive a profit from 
appreciation in bond values. In September, 1923, it appeared to 
several of the directors that, although the current rate on com- 
mercial paper was higher than that on equally good bonds, there 
was a prospect that money rates would fall and that capital gains 
could be secured if funds were invested in bonds. Consequently 
these men endeavored to convince the officer of the advisability 
of making an exception to the established practice. 

Before the Federal Reserve System was established, the Bender 
Trust Company had used the New York quick call money market 
on which to lend money in order to assure itself of liquid funds 
to meet fluctuations of loans and deposits. Loans on call had 
been maintained at such a figure that any reasonable sudden 
demand for funds could be supplied at a day’s notice. With the 
establishment of the Federal Reserve System, of which the Ben- 
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der Trust Company became a member, the importance of the 
New York call money market to the bank was reduced. Except 
under unusual circumstances when call rates were particularly 
favorable, the money market was utilized exclusively for funds 
on hand for a few days only; for example, when a corporation 
made a large deposit on which dividend checks were to be pre- 
sented within a few days, the money was loaned at quick call in 
New York. 

Bankers’ acceptances were deemed suitable for the Bender 
Trust Company only when the rate on them was higher than 
that on call loans. These acceptances did not replace commer- 
cial paper as they did in some smaller banks with less opportunity 
to obtain credit information, because ordinarily they yielded 
about 1% less. 

Since 1917, commercial paper had served as a semi-liquid re- 
serve for the Bender Trust Company. It could be rediscounted 
at the Federal Reserve Bank without delay; consequently, pos- 
session of an adequate supply insured the bank against contin- 
gencies. When funds were available in excess of its customers’ 
requirements, it was the policy of the Bender Trust Company 
to purchase on the open market commercial paper maturing in 
convenient amounts from month to month. In this way, funds 
were provided for protection in the event of an increase in the 
demand for loans from customers or a sudden decrease in de- 
posits without a corresponding decline in the demand for loans. 
The bank was under no obligation to renew paper purchased on 
the open market; whereas, if a customer desired the renewal of a 
loan, the bank had to accommodate him if his condition was sat- 
isfactory or run the risk of the loss of a depositor. 

The bank also purchased short term bonds when their interest 
rates were higher than those on commercial paper and when it 
had a reasonable expectation of holding them to maturity. In 
order to avoid the risk of loss in principal due to fluctuations in 
interest rates, the maturities purchased rarely exceeded three 
years. The investing officer of the bank maintained that invest- 
ments should be made not on the basis of what future interest 
rates were expected to be, but rather on the basis of those pre- 
vailing. Investments of this sort he considered secondary re- 
serves, because, even under pressure, short term bonds could be 
sold without great loss, since they fluctuated relatively little in 
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value. The investing officer affirmed, furthermore, that a bank 
should not speculate on the future of the money market and, 
hence, should not borrow from the Federal Reserve Bank in order 
to take advantage of differences between the open market and 
Federal Reserve rates. 

On June 30, 1920, there were outstanding on the books of the 
Bender Trust Company, $23,000,000 of loans. The bank had 
borrowed on commercial paper and on its own notes slightly over 
$4,000,000 from the Federal Reserve Bank. Investments, which 
had amounted to $5,000,000 the preceding year, had been 
liquidated until the holdings consisted of about $2,000,000 of 
short term bonds and notes. Between July, 1920, and March, 
1921, customers’ borrowings declined $4,000,000. Although bond 
prices fell steadily during this period, and investment in long 
term securities would have permitted capital gains, the Bender 
Trust Company adopted the policy of repaying its borrowings at 
the Federal Reserve Bank before increasing its investments. As 
the loans were paid off, excess funds were invested in commercial 
paper, which at that time bore from 6% to 8% interest, rather 
than in bonds on which the interest rate was about SJ 4 %. The 
purchase of bonds, even of short term, at this time would have 
permitted the bank to realize a higher return over the next two 
years than was obtainable by the repeated purchase of commercial 
paper. The investing officer, however, was of the opinion that 
the capital gain which might accrue was too small to warrant in- 
vestment in bonds when the current interest rate for commercial 
paper was from 1 % to 2% higher; he objected to investing in 
long term bonds for fear that the purchase price might not be 
realized if it became necessary to sell them. 

In September, 1921, deposits increased slightly without a cor- 
responding increase in the demand for loans. Unsecured time 
loans had declined from $12,300,000 to $10,500,000, while depos- 
its averaged around $21,000,000. At this time both commercial 
paper rates and rates on bonds of suitable maturity and security 
approximated Consequently, when bonds were offered on 

which the rate of return appeared higher than on commercial 
paper, the bank purchased them, and by June 30, 1922, increased 
its holdings to $4,800,000. During this period also, it purchased 
$1,000,000 of Liberty bonds which it did not plan to hold until 
maturity. It was deemed to be consistent with the policy of the 
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bank to make this investment, since money could be borrowed 
on government issues at the Federal Reserve Bank and the bonds 
need not be liquidated hurriedly at a loss. They were sold in 
the fall of 1922 and in the spring of 1923 at a slight profit. 

In the summer and fall of 1922, deposits of the Bender Trust 
Company decreased from $21,000,000 to less than $19,000,000 
without a corresponding decrease in the demand for money from 
its customers. To provide funds to meet the resulting deficit in 
clearing-house balances, it was necessary to liquidate a portion 
of the investments. Money from maturing securities was not 
reinvested, and enough issues were sold during the remainder of 
1922 and the first six months of 1923 to reduce the total holdings 
of bonds to less than $2,000,000. The yield on these investments 
was slightly in excess of that which could have been secured by 
repeated purchases of commercial paper. 

Deposits continued to decline during 1923 and the demand for 
loans was somewhat weaker than during the preceding year. In 
the meanwhile, the rate on commercial paper rose to 534% @ 
534 % while suitable bonds bore 434 % @ 5% - Several of the bank 
directors maintained that money rates for commercial paper were 
as high as they would be for a year or more and that declines 
were probable. Consequently, they asserted that an exception 
to the established practice was warranted and desired the in- 
vesting officer of the bank to place a portion of the excess funds 
in short term bonds so as to take advantage of the existing rate 
on securities of that type. The investing officer, however, saw 
no reason to deviate from the policy of investing excess funds 
in that form of security which currently bore the higher rate of 
interest. He stated that the bank was in a position to avoid 
losses if the customary policy were followed and that the gains 
which could be derived from a contrary policy were not sufficient 
to warrant an exception. Consequently he decided to invest 
about $5,000,000, which represented the money not required by 
customers, in commercial paper maturing during the next six 
months, and not to buy short term bonds unless lots could be 
secured with an interest rate higher than that which suitable 
commercial paper offered.^ 

^ Selected items of the Federal Reserve Statements showing the changes in the 
investment holdings of the reporting member banks are discussed in Letters, 
vol. I, p. 237; vol. 2, p. s. 
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14. farmers’ exchange bank — THE PURCHASE OP COMMERCIAL 
PAPER IN 1919 

On November i, 1919, the Farmers’ Exchange Bank, located in 
a middle-western city of 150,000, had deposits of about $5,000,- 
000. The assets against which they constituted a claim were 
divided as follows; 

Cash, including checks in process of collection 15% 

Commercial Paper, maturing within 6 months 30% 

Notes Secured by First Mortgages, 50% maturing within 
one year 13% 

Farmers’ Notes Secured by Mixed Chattels, maturing within 
4 months 17% 

Unsecured Customers’ Loans 25% 

Total 100% 

The capital and surplus of $175,000 were invested in the bank 
building and equipment, and in long term bonds. The latter, 
which had been held over a period of years, had depreciated in 
value because of rising interest rates and could not be liquidated 
without a five to ten point loss. 

At the November meeting of the board of directors, it was 
deemed advisable, because of the fact that 50% of the loans of 
the bank matured during the next six months, to determine upon 
a general policy to govern the lending and investment operations 
of the cashier. There was an active demand for loans by ranch- 
ers and farmers located in the vicinity who were using the pro- 
ceeds to make payments on land purchases, to buy farm machin- 
ery and equipment, including automobiles, and to use for general 
farm purposes, including the purchase of live stock. Many com- 
peting banks which did not have funds to invest currently bought 
farmers’ notes for resale, in order to make a brokerage profit. 
In most instances these loans were secured by chattel mortgages 
on herds of cattle, herds of sheep, or on mixed chattels, consist- 
ing of horses, harness, farm implements not otherwise pledged 
for debt, and miscellaneous equipment. 

The paper secured by beef herds usually was sold by the bank- 
ers to organizations, commonly known as cattle loan companies,^ 
located at the terminal live stock markets. The other loans were 

^Cattle loan companies were banks located at the terminal markets, which made 
a specialty of loans to cattle breeders and dealers. 
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sold to bankers, and in a few cases to investors in the vicinity 
and in neighboring states. The notes purchased by the cattle 
loan companies yielded 6% or 7% interest. The rate depended 
upon the borrower’s equity in the herd and the balance main- 
tained by the negotiating banker with the cattle loan company 
at the terminal market. The cattle loan companies, in turn, sold 
these notes either with or without endorsement to eastern banks. 
In November, 1919, these eastern banks and private investors 
were buying this paper on a 7% basis, although this was fully 1% 
more than prevailed a year before, when money had been less in 
demand by such borrowers, and more plentiful among bankers. 

The notes secured by mixed chattels commonly were referred 
to by bankers as “horse paper,” and bore a rate i % higher than 
that on “cattle paper.” At the same time, the “cattle paper” 
yielded a 1% higher rate than could be secured upon the best 
names offered on the market by “commercial paper” brokers. 
Commercial paper, however, was of six months’ maturity as a 
rule, whereas the “cattle” and “horse paper” maturities were 
never less than nine and in the great majority of cases were 
twelve months. Since these differentials in rates existed, the 
cashier was criticised for keeping 30% of the bank’s loans in 
commercial paper at 6%, when an additional 2% could be se- 
cured on “horse paper.” Some of the directors were confident 
that the bank was in an unnecessarily liquid condition. 

In summing up his opinion one of the directors spoke sub- 
stantially as follows; 

“The past three years have seen unprecedented earnings on 
the farms of the states which look to this city for banking ser- 
vice. Interest and taxes have, in the main, been paid promptly, 
and the reason is not hard to find. In the three years 1914-1917 
the total gross income of the farm population jumped more than 
100%, reaching a figure of approximately 16 billions in 1917, and 
rising to still higher levels in 1918 and 1919. Thus the gross 
earnings of the farms this year will probably be more than 
double the amount of any pre-war year. Farming seems to have 
moved permanently to a higher level of earning power; perma- 
nent because since 1900 population has been increasing more 
rapidly than the acreage of improved land, and urban population 
has been increasing more rapidly than rural. We have seen the 
land in eastern Colorado we used to think waste, fit only for 
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prairie dogs and jack rabbits, developed into a prosperous wheat- 
growing section through the development of dry farming methods. 
The products of this poorer land are needed to produce the in- 
creased amount of food required by our population. We are 
simply letting 2% on about half of the bank’s loanable funds 
get away from us, and swell the profits of eastern institutions 
which themselves ought to be financing the industries whose 
commercial paper we have been purchasing.” 

He advocated, therefore, the acceptance of applications for the 
renewal of the maturing “horse paper,” and the purchase of new 
paper of the same character with the proceeds of the maturing 
commercial paper. 

The cashier then stated his position: 

Regardless of the form of the transaction, the bank, through its 
purchase and renewal of chattel mortgage paper, is actually financing 
the equipment or plant of the borrowing farmers. Obviously the indebt- 
edness cannot be liquidated out of current production without excep- 
tional and now quite clearly unanticipated circumstances as to crop 
yields and crop prices. In short, the bank is offered 2% more interest 
on “horse paper” than upon commercial paper, and to obtain this must 
take paper of longer maturity and less liquid security. Because this 
class of paper was a good purchase early in the year — when demands 
from commercial borrowers were low, and the rate on customers’ loans 
was — it did not follow that it was good policy to renew that 

class of loans as they matured. On the other hand, pressure should be 
brought to bear upon all borrowers who have given notes secured by 
chattel mortgages or such miscellaneous assets as horses; and the avails 
thereof should be put into commercial paper of the highest grade to be 
obtained, regardless of rate. In any event the bank should not purchase 
more notes of this class thereby making more loans which are essen- 
tially advances of fixed capital. The reason for this is that a large 
demand for accommodation is to be expected for our own customers 
during the months ahead, and because of the outstanding commitments 
to them, we should get into an even more liquid condition in anticipation 
of that possibility. 

Which policy should the directors have outlined for the 
cashier? Why? 

15. HALLIDAY TRUST COMPANY — ^MEMBERSHIP IN FEDERAL 
RESERVE SYSTEM BY A STATE BANK 

The Halliday Trust Company had a capital of $1,000,000 and 
surplus of $3,500,000. Its stock paid dividends of 32% and sold 
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for almost $500 per share. In 1917, a request was received from 
the Federal Reserve Bank of the district to join the system. The 
Halliday Trust Company was the only institution of importance in 
its locality which had not become a member. 

The most important of the bank’s activities were carried on by 
the trust company, which acted as executor for estates and per- 
formed other trust functions permitted by the state law. The 
two other activities were the rental of safe deposit boxes and the 
receipt of deposits from individuals for checking accounts. Total 
deposits averaged $16,000,000. Funds of the bank were invested 
in securities and in loans. Time loans to individuals were made 
only when collateral was received as security. Call loans secured 
by stocks and bonds were made to brokers, and money was lent on 
mortgages. The bank purchased mill paper endorsed by respon- 
sible selling firms, but did not invest in other commercial paper. 
Of the total amount of loans, approximately 20% consisted of the 
mill paper and loans secured by United States Government obli- 
gations, and these were eligible for rediscount at the Federal Re- 
serve Bank. The bank did not engage in commercial banking, 
whereby credit was granted to depositors on notes, and hence, no 
obligation to satisfy customers’ credit requirements existed. 

Under the state law, the bank was required to maintain a re- 
serve of 20^ against deposits. A cash reserve of 4% was neces- 
sary. Half the remaining 16% reserve was invested in United 
States Government securities, which yielded 4 % to 4 ^ . The 

other half was deposited in four local banks which were members 
of the Federal Reserve System; 2 '/\% to 2j4% interest was re- 
ceived. In return for these deposits, the banks were willing to per- 
form services such as transferring funds in other parts of the 
United States and supplying new bills to be paid out as cash to 
customers. The reserve requirement of the Federal Reserve Bank 
for institutions in the same class as the Halliday Trust Com- 
pany was 10% of deposits, which had to be deposited in the 
Federal Reserve Bank; this amount yielded no interest 

The privilege of clearing checks through the Federal Reserve 
System had been extended to the Halliday Trust Company by the 
local clearing-house association of which the president of the bank 
was a director. Several of the directors of the Halliday Trust 
Company were also directors in local member banks. This was 
not permitted under the Federal Reserve System. The Federal 
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Reserve Act prevented a bank from holding its own stock in its 
treasury. The stock of the Halliday Trust Company was non- 
transferable, and in order to maintain this feature without incon- 
venience to stockholders, the practice of the bank was to purchase 
shares, whenever offered, at the price which the holder had paid 
for them. There were usually about loo shares of stock in the 
treasury. 

The officers realized that to the general public membership in 
the Federal Reserve System was synonymous with safety and 
strength and that the bank’s prestige might be increased by join- 
ing. The benefits to be derived, however, were not sufficient to 
induce them to assume membership. 

1 6. PENNSYLVANIA SECURITY TRUST COMPANY — LIQUIDATION OF 
BOND ACCOUNT^ 

The Pennsylvania Security Trust Company was formed Janu- 
ary 6, 1921, by merging the Pennsylvania National Bank and the 
Security Loan and Trust Company of Philadelphia. Both banks 
were about 40 years old and always had been managed conserva- 
tively. Upon the death of the president and founder of the Se- 
curity Loan and Trust Company, the senior vice-president, who 
had served the bank in various capacities for 20 years, was placed 
in temporary charge by the board of directors. When the merger 
was formed he became president and managing executive of the 
Pennsylvania Security Trust Company. The president of the 
Pennsylvania National Bank became chairman of the board of 
directors. Negotiations were completed early in December, 
1920, and the stockholders of both banks ratified the agreement 
to merge. 

The merger solved several difficulties for the two banks. First, 
the president of the Pennsylvania National Bank was not an ex- 
perienced chief executive; under the new plan a banker qualified 
for the position was obtained. Second, increased capital under 
one management provided better service for the banks’ cus- 
tomers. Third, economies in operating the banks appeared pos- 
sible. Fourth, the merger made possible the construction of one 
building adequate for the combined banks. Although their quar- 

1 See “Short Time Investments in Bonds by Commercial Banks,” Harvard Busi- 
ness Review, vol. i, p. 485. 
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ters were inadequate, it had been recognized by the board of 
each bank that the volume of transactions did not justify the 
cost of erecting modern buildings at the prevailing high prices. 

The amount of the investment account of the Pennsylvania 
Security Trust Company, as shown by the initial balance sheet, 
was determined by an inventory of the investment holdings taken 
over from the two constituent banks on the basis of prices of No- 
vember 30, 1920. These holdings included blocks of railroad 
bonds which had been purchased from time to time for “secon- 
dary reserve” purposes and for the savings department of the 
Security Loan and Trust Company. The majority of these bonds 
had declined materially in price. Since they were bought as in- 
vestments, the individual banks previously had not written down 
the values to current market quotations, but a “special reserve” 
was provided in the accounts of the Pennsylvania Security Trust 
Company, Some typical examples of these bonds were: 

Atchison Gen. 4s of 1995 ; inventoried at 75 

$ 5,000 bought March i, 1896, at 80. 

10.000 bought July I, 1899, at 103. 

5.000 bought April 20, 1904, at 

3.000 bought January 2, 1908, at 95J4- 

Baltimore & Ohio Prior Lien 3j4s of 1925; inventoried at 82. 

$6,000 bought November 10, 1899, at 94. 

4.000 bought February 19, 1908, at 90. 

6.000 bought April 12, 1911, at 92 

Chicago & Alton Refunding 3s of 1949; inventoried at 44^2. 

$8,000 bought February 15, 1911, at 73. 

Erie ist Con, Gen. Lien 4s of 1996; inventoried at 58^2. 

$10,000 bought January 19, 1904, at 84. 

Great Northern (C. B. & Q. Col. Tr. 4s of 1921) ; inventoried at 963^. 

$10,000 bought October 3, 1904, at 97. 

Kansas City Southern ist 3s of 1950; inventoried at 53. 

$6,000 bought March 15, 1907, at 70. 

Lake Shore Ref. 3j43 of 1997; inventoried at 85. 

$20,000 bought July I, 1899, at in. 

2.000 bought March i, 1904, at loi. 

Missouri, Kansas & Texas ist gold 4s of 1990; inventoried at s8J4- 

$6,000 bought May 31, 1896, at 85. 

3.000 bought January 2, 1908, at 94. 

Mobile & Ohio ist 6s of 1927; inventoried at 97. 

$3,000 bought November 4, 1908, at 124. 

2.000 bought April 3, 1911, at 120. 
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New York Central 3j4s of 1997; inventoried at 69. 

$10,000 bought July 14, 1898, at losH- 

12,000 bought February 19, 1904, at 96%. 

12.000 bought June 12, 1911, at 88. 

Northern Pacific Prior Lien 4s of 1997; inventoried at 76%. 

$5,000 bought November 24, 1899, at 102. 

3.000 bought December 15, 1907, at 98. 

Pennsylvania 4s of 1948; inventoried at 86. 

$20,000 bought March 17, 1909, at 104. 

Reading Gen. 4s of 1997; inventoried at 82j4. 

$5,000 bought July 14, 1889, at 88 J 4 - 

St. Louis & S. W. 1st 4s of 1989; inventoried at 66. 

$3,000 bought December 12, 1909, at 93J4. 

Southern ist Con. Gold 5s of 1994; inventoried at 86. 

$5,000 bought August 8, 1910, at 104. 

Toledo, St. Louis & W. Prior Lien 3j4s of 1925; inventoried at 8 oj 4 . 

$2,000 bought September 14, 1911, at 87^. 

West Shore ist 4s of 2361; inventoried at 70. 

$10,000 bought May 31, 1896, at 109. 

At the time of the purchase of these issues by the two former 
banks the opinion of the investors had been that with the ex- 
ception of United States Government securities railroad bonds 
were the safest investment possible. The bonds purchased had 
advanced steadily in price during the first 1 5 years of the banks’ 
history; bankers generally had placed surplus funds in the high- 
est grade railroad mortgage bonds. This policy had been fol- 
lowed by the officers of the two banks even after the anti-rail- 
road agitation which began about 1903 and culminated in the 
passage of the Hepburn Act in 1906 and the Mann-Elkins Act 
in 1910. 

At a meeting of the officers on April i, 1921, two questions 
concerning the disposition of the bonds of the Pennsylvania Se- 
curity Trust Company were discussed. One involved changing 
the type of a portion of the securities held, and the other per- 
tained to borrowing relations with the Federal Reserve Bank. 
Loans and discounts of both banks had increased during the 
previous year in order to supply customers with funds to finance 
commitments made during 1920. This expansion was made pos- 
sible by rediscounting at the Federal Reserve Bank. On March 
31, 1921, the bank’s indebtedness was approximately $11,250,000, 
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Pennsylvanm Security Trust Company — Report op 
Condition, March 31, 1921 
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Capital Stock $ 6,000,000.00 
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Federal Reserve 
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9,213,340.67 

Owned 

25,976.01 

Bills Payable with 


Overdrafts 
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2,025,000.00 

on Letters of 


Letters of Credit 


Credit 

207,509.88 
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on Acceptances.. 

530,407.07 
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tomers 

530,407.07 

change 

14,388,242.06 
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58,501,433.98 


S”8o,3So, 912.91 ?8o, 380, 912.91 


$2,000,000 of which was secured by United States Government 
obligations. 

The trust officer suggested that the bank sell its high-grade 
railroad bonds, although in many instances this involved a slight 
loss in principal in addition to the book loss taken at the time 
of the merger, and that the funds thus realized be reinvested in 
more recent securities which yielded a higher rate of return. 
Industrial corporations in order to fund bank loans and debts 
to merchandise creditors were floating loans on n ^Yzfo and 8% 
basis. He stated that the long term railroad bonds were selling 
at a higher price, and consequently at a lower yield, than the 
inherent value and investment desirability of these bonds war- 
ranted. The yield on 10 first-grade railroad bonds averaged 
5.28% during March, 1921. He considered these bonds some- 
what similar to bank stocks which ordinarily sold at a low yield. 
This situation existed in the case of the bank stocks, because 
they were not bought for the investment yield but for the voting 
power which they bore. 
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Pennsylvania Secueity Teust Company — Repoet of 
Condition, March 31, 1922 


Resotjec 

ES 

Liabilii 

lES 

Time Loans $31,863,148.^6 

Capital Stock 

$ 6,000,000.00 

Demand Loans .... 

17,038,591-67 
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change 
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$77,316,763.61 


$77,316,763.61 


Two principal questions were involved in deciding whether 
or not to liquidate the holdings. First, could the high-grade se- 
curities of former issues be sold in competition with the newer 
securities which carried higher rates of interest? Second, if the 
probable course of interest rates during the ensuing four or five 
years were considered, what would be the relative change in the 
price of these old securities and the newer securities which bore 
higher interest rates? 

The president of the Pennsylvania Security Trust Company, 
although inclined to accept the suggestion that the bank dispose 
of its long term railroad bonds, did not favor the purchase of 
many of the issues then on the market. Typical examples of 
these were: 

American Agricultural Chemical . . 20-year 7 j 4 s selling to yield 7.75 

Armstrong Cork Company io-year7s selling to yield 7.80 

Barnsdall Corporation io-year8s selling to yield 8.45 

Cuban- American Sugar io-year8s selling to yield 8.00 

Pennsylvania Railroad iS-year 6 j 4 s selling to yield 6.58 
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He proposed that the proceeds of the sales be used to pay off 
part of the debt to the Federal Reserve Bank, on which 534% 
interest was being paid. An advance in the interest rate was 
likely to occur in the ensuing months. He directed the attention 
of the officers to the latest statement of the Pennsylvania Security 
Trust Company, and emphasized the importance of paying the 
debt as soon as possible. The statement is given on page 188. 

Should the investment holdings have been liquidated? 

If the bonds were disposed of, what use should have been 
made of the proceeds? 

The March 31, 1922, report of conditions appears on page 189. 

C. THE MARKETING OF SECURITIES 

17. WAMOSET TRUST COMPANY — ESTABLISHMENT OF A BOND 
DEPARTMENT 

In 1914, the Wamoset Trust Company had under consideration 
the establishment of a bond department. All the officers were not 
convinced, however, of the advisability of this step. Those who 
were opposed to the plan pointed out that a trust company should 
not take the risk necessarily involved in the underwriting of new 
bond issues. Successful syndicate operations were profitable, 
but participations in unsuccessful syndicates frequently resulted 
in heavy losses. Even though the actual losses on individual 
issues were small and were offset amply by profits from success- 
ful issues, the company might lose depositors who preferred not 
to maintain an account with a bank whose capital was subject 
to impairment through activities of a bond department. 

The confidence of depositors would be lessened if the bond 
department sold them bonds on which there was a liberal profit, 
instead of bonds of the more conservative type that the Wamoset 
Trust Company had recommended in the past. Maintenance of 
a bond department was likely to be disadvantageous to the other 
departments, since customers might be of the opinion that the 
trust department bought unseasoned securities from the bond 
department’s list at a profit to the latter, when bonds more suit- 
able for trust fimds should have been purchased from invest- 
ment bankers, and that funds available for commercial loans 
were reduced because preference was given the bond department. 
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The sponsors of the plan did not deny that syndicate partici- 
pation involved risk. For many years, however, the company 
had participated as underwriters in both buying and selling syn- 
dicates; but, since it had no salesmen, it had not taken up any 
bonds except when it desired them for investment or when the 
other participants failed to subscribe for the entire amount. It 
merely had assumed a share of the risk of distribution. This 
limited participation in syndicates had been a source of profit, 
since the occasional losses had been small. Those in favor of 
establishing the new department contended that it diminished 
rather than increased the risk, since the company could sell a 
portion of its allotment itself and thus reduce its liability. 

The company had not given investment advice regularly, and 
the number of its purchases and sales of securities for depositors 
was small. Many of its customers, however, bought bonds of 
new issues from salesmen of other investment firms; if the bond 
department were established, they could buy equally secure 
bonds from the Wamoset Trust Company. Bonds on hand were 
not to be sold to depositors whose requirements called for other 
types. 

Under the proposed plan, the trust department was not to be 
allowed to purchase bonds from the bond department at a profit 
to the latter, or to purchase bonds from the bond department’s 
list which were unsold after the close of the syndicate. A 
restricted list of bonds eligible for purchase was to be maintained 
in the composition of which the bond department offerings were 
not to be given preference. The bond department was to borrow 
from the loan department at the call loan rate and was required 
to provide the regular security, but the latter was to be under 
no obligation to lend. 

The sponsors of the plan, therefore, did not consider the 
disadvantages suggested inherent in all bond departments of 
trust companies. The establishment of the department furthered 
the attainment of the Wamoset Trust Company’s plan of pro- 
viding its depositors eventually with every financial service. The 
facilities which the company had at hand were stressed. As a 
nucleus for their list of customers, salesmen were to have access 
to the names of the company’s 40,000 depositors, who, accus- 
tomed to using the other departments, might buy bonds through 
the company. The Wamoset Trust Company, furthermore, had 
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an excellent reputation and great resources, and with syndicate 
connections already made, its ability to offer bonds of the highest 
grade was assured. 

In addition to being a source of profit the department was to 
be utilized to benefit other departments; from it the trust 
department could buy desirable bonds at a lower price than 
was possible otherwise. Through the bond department’s knowl- 
edge of investment conditions, and by the use of its statistical 
records a more accurate analysis could be made of the bonds 
held in trust than the trust department had been able to make. 
Also, bonds to be held in the company’s investment account could 
be selected more carefully. When the loan department needed 
funds for business loans during periods of great business activity, 
the bond market ordinarily was dull and the bond department’s 
loan requirements were reduced; when business was inactive, 
there was a strong demand for bonds, and the bond department 
could use profitably the company’s otherwise idle funds. The 
company’s capital, therefore, could be employed advantageously 
at all times. 

In view of these considerations it was decided to establish a 
bond department. 

iS. BURGESS NATIONAL BANK — NATIONAL DISTRIBUTION OP THE 
STOCK OF A COMMERCIAL BANK 

The 250,000 shares of stock in the Burgess National Bank 
were held locally, for the most part, by 2,000 individuals. In 
June, 1923, the largest stockholder, who owned 14,000 shares, 
asked the bank’s directors to purchase his stock or arrange for its 
sale. No situation of this sort had ever arisen before, and recur- 
rence was unlikely. Officials of the bank met to decide upon 
a method to employ in marketing the stock. There was a small 
and intermittent local market, although the Burgess stock was 
not listed on the local exchange. The directors of the Burgess 
National Bank considered the market price of Burgess stock 
inconsistent with the market prices of stocks of other banks in 
the community. At the last quotation of $270 the stock yielded 
S^%; other bank stocks were selling on a basis. It was 

apparent that the local market would have to be cleaned up and 
the price of the stock raised to its proper level before the 14,000 
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shares were sold, either locally or nationally. It was not known 
how many shares would have to be purchased before the market 
position of the stock could be considered satisfactory. 

Two alternative methods of distribution were open: one was 
to sell the stock locally, the other to sell nationally. Local dis- 
tribution meant that it would be necessary to sell a number of 
large blocks of stock to wealthy individuals. The difficulty of 
this task — aside from any questions of policy that might be 
involved — turned attention to the plan of national distribution. 

National distribution in comparatively small lots, on the other 
hand, appeared practicable. The Burgess National Bank had 
developed into a national institution with 5,000 correspondents 
and commercial customers located throughout the United States. 
It was felt that a national distribution of the bank’s stock would 
have an advertising value and be of far reaching effect in the way 
of added good-will. 

The management of the Burgess National Bank controlled 
a securities company with a capital of $i ,000,000 which sold 
securities only at wholesale. This company could conveniently 
be used to manage the distribution of the bank stock. But since 
distributers having a national retail distribution were needed and 
since it was estimated that some $5,000,000 would be required 
both to purchase the block of stock offered and to clean up the 
local market, a decision was reached to have the securities com- 
pany form a group of underwriters. 

Accordingly, a group was formed consisting of the securities 
company and three nationally known investment firms that had 
exceptional syndicating ability and in two instances well-estab- 
lished investment clienteles. These firms underwrote the stock 
at a certain price and formed a secondary selling group of 
dealers. This group sold the stock at a commission of $5 per 
share. 

The distribution of the stock, although undertaken in the face 
of a declining and inactive stock market and an inactive bond 
market, was completely successful. The stock was soon placed 
in the hands of more than 1,000 investors residing in all parts 
of the United States. The price of the stock rose from 270 to 
310 in less than six months and the entire market situation 
was firmly established. 

In October, the dividend rate on the bank’s stock was raised 
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from 14% to 16%. This rate was entirely warranted by earn- 
ings but, of course, helped to maintain the market price of the 
stock. Net profits of the bank at the end of 1923 were over 
$6,000,000 compared with $5,316,000 in 1922, after allowing 
fully for possible losses, adjusting bonds and securities to their 
market value and setting aside $1,000,000 for 1923 taxes. 

19. HUDSON TELEPHONE COMPANY — ^INCREASE OF DIVIDEND 
RATE ON COMMON STOCK PRIOR TO A NEW ISSUE 

For five years prior to 1921, the annual requirements of the 
Hudson Telephone Company for capital for extensions and im- 
provements had been filled by the sale of bonds. There had been 
no offering of stock since 1916. As a result of this plan, the 
bonded debt of the company had become larger tlian the outstand- 
ing stock, so that the company’s practice of conservatism made a 
further issue of bonds undesirable. In 1917, the capital stock was 
SS% of the total capital liabilities. The ratio of capital stock to 
total capital liabilities had decreased to 46.6% by 1920 and was 
the same in March, 1921. Since a further increase of bonds was 
not in accordance with the practice of the company, an issue of 
stock was proposed to improve the ratio between the two classes 
of securities, and to make possible further financing through bond 
issues at a favorable rate in subsequent years when additional 
funds were needed. The company was required by law to offer 
all new stock to stockholders at not less than par. The market 
price of the stock for more than a year prior to March, 1921, had 
fluctuated near or below par. This fact naturally prevented the 
sale of new stock at par. The proposal was made, therefore, to 
raise the dividend rate from S% to 9%, in order to increase the 
market price sufficiently to insure the successful sale of stock at 
par then as well as in the future. 

An undesirable feature of the proposal was that the dividend in- 
crease would be made in a period in which the company and util- 
ities in general were requesting rate increases. Although these 
increases were justified by higher costs of operation, it was possible 
that a higher dividend might convey the impression that the 
earnings of public utilities, particularly the telephone companies, 
were substantial and that consequently higher rates were not re- 
quired. 
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A second possible disadvantage of this proposal was that the 
company might burden itself indefinitely with a higher dividend 
rate on the entire capital stock, which in the future might prove 
difficult to maintain. The maintenance of the dividend was neces- 
sary in order to sustain the high standing of the company among 
investors and furthermore because the stockholders included a 
substantial number of small investors. If the dividend was raised, 
a reduction at some later time might injure the company’s credit 
position and reputation among investors, particularly the small 
investors, upon whom the company relied for a substantial part of 
the investment capital needed to finance the expansion of its fa- 
cilities. 

An increase in the dividend rate, furthermore, increased the 
cost of all capital raised in the future through the sale of stock. 
If the company could pay a higher dividend rate without difficulty 
this disadvantage was not important, for the increased expense 
was offset by the greater ease with which the stock could be sold. 
If, however, there was any possibility that the earnings of the 
company might not be sufficient to pay the higher dividends on 
increased stock with a margin for surplus, the increase in the 
rate was likely to have a detrimental effect upon the standing of 
the company among investors. Under such circumstances, unless 
the dividend could be decreased, which it has been shown was 
equally undesirable, future financing through the sale of stock 
would become more difficult. 

The company, however, did not foresee any difficulty in the 
payment of a 9% dividend on its capital stock. The net earnings 
available for dividends in each of the preceding 16 years had been 
over $9 per share of stock and the average for this period was 
over $10 per share. As a result of the conservative capitalization 
of the company a return of 9% on the capital stock with no mar- 
gin for surplus required earnings of less than 5 % on the property 
of the company. Up to this time the courts had interpreted the 
constitutional guarantee of a reasonable rate of return as being 
over 5 % . There was no prospect of a change in relations between 
the company and the public or of a decrease in the amount which, 
in the opinion of public utilities commissions, constituted a reason- 
able rate of return. It did not appear, therefore, that any difficul- 
ty was likely to be experienced in the future in the payment of a 
9% dividend. 
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The Hudson Telephone Company was in a different situation 
from manufacturing companies, whose increases in plant invest- 
ment ordinarily were at long intervals and were not required by 
every addition to their business. Every increase in the service 
provided by the Hudson Telephone Company required a corre- 
sponding increase in the investment in plant and facilities. The 
constantly increasing demand for telephones each year made addi- 
tions to central offices, switchboards, underground cables, and pole 
lines necessary in order to provide the desired service. The de- 
mand continued year after year so that, in prosperity and depres- 
sion, the company was in constant need of additional capital with 
which to provide for improvements, extensions, and replacements. 

The proposed change in the dividend rate was to enable the 
company to meet the public requirement for telephone service. 
It was obviously impossible for the company to meet its public ob- 
ligation to the communities served by it, unless it could obtain a 
constant supply of investment capital with which to finance the 
expansion of its facilities. For five years the required funds had 
been borrowed on short term notes, convertible bonds, and mort- 
gage bonds until the debt had increased to such a proportion that 
the soundest financial policy required the obtainment of more 
capital from the owners of the property rather than from furtlier 
loans. 

If the stock sold at a premium, a readiness by investors to ab- 
sorb further issues was indicated. Par value indicated a satisfac- 
tory absorption of the outstanding amount of stock, but no de- 
mand for more at the same rate of return. It had been the policy 
of the company to pay a dividend rate which maintained the stock 
at a sufficient premium to attract subscriptions to new stock issues. 
Before the World War the 8% dividend had maintained the stock 
at a satisfactory premium; since 1918, however, the price had not 
risen above par. A higher rate was believed to be necessary to 
raise the price of the stock above par so that the company could 
secure money through stock issues in the future. The proposed 
increase in the dividend rate was, therefore, nothing more than 
an adjustment to changed investment conditions. 

The company decided to raise its dividend rate to 9%. The 
market price of the stock rose immediately to about $108, so that 
it was possible to offer the proposed issue of stock at par. Sub- 
scriptions were received for over 93^ of the stockholders’ rights. 



FINANCIAL PROBLEMS 197 

The market price fluctuated around $105 for several months fol- 
lowing the announcement of the new stock issue, and between this 
point and $110 during the remainder of the year until November, 
when it increased to about $117. 

20. LYONS RUBBER COMPANY — ^INCREASE OF CAPACITY FINANCED 
IN 1923 BY ISSUE OF PREFERRED STOCK 

The Lyons Rubber Company, situated in a middle-western 
city, was engaged in the manufacture of automobile tires, fan 
belts, and radiator hose which it sold to wholesalers and to 
manufacturers. From the time of the company’s organization in 
1910, the physical volume of sales had increased phenomenally. 
In February, 1923, prospective sales for the year were the great- 
est in the history of the company; the president, therefore, advo- 
cated a $375,000 issue of preferred stock to equip the idle 
buildings and to provide additional working capital. 

In 1918, the plant consisted of a group of buildings, principally 
of brick and concrete, of the most modern factory design. It 
was located on the main line of three railroads and had excep- 
tional shipping facilities. Over 200,000 square feet of floor space 
were utilized by the operating departments. The output and sale 
of pneumatic tires and tubes increased steadily during 1919; 
therefore, because of insufficient factory space, all pneumatic 
tubes were made in a leased plant several hundred miles east and 
shipped to the main factory for distribution. In spite of the fact 
that the western plant was operating 24 hours a day, the com- 
pany was not in a position, in September, to accept an increased 
volume of orders or to expand its sales territory without a further 
increase in production. Such an increase was impossible without 
additional space, since the existing buildings and equipment were 
utilized to capacity. An addition of 150,000 square feet of 
floor space with equipment, therefore, was proposed to make 
possible an increased output of 1,500 tires per day. Since orders 
already secured were sufficient to consume the entire potential 
output of the plant operating 24 hours per day for the rest of the 
year, the officers were confident that enough orders could be 
obtained to justify the suggested increase in capacity. 

The principal product of the factory was the Lyons Re-Sole 
Tire, a rubber tread and jacket which was cemented to partially 
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worn out casings. It gave the appearance of an over-size tire, 
and had a strong conservation appeal. The other products were 
the Lyons Master Tread pneumatic tire, a cord and fabric tire 
sold in competition with the best grade of tires ; inner tubes ; tire 
repair materials; and leather and rubber belting. The tire out- 
put was sold in the replacement market, through authorized 
retailers. Many of them had been secured originally to sell and 
attach the Re-Sole Tire, which was the first rubber product of 
the company, and was protected by design patents and regis- 
trations in the United States, Canada, and in European and 
South American countries. The belting produced was of a 
patented design and confined chiefly to that used for automobile 
fans. In September, 1919, signed contracts with manufacturers 
and wholesalers required 5,000,000 belts, or about two-thirds 
of all the fan belts used in the United States in that year. 

Over 957 o of the company’s output was sold on a strictly cash 
basis through automobile manufacturers, wholesalers, and ex- 
clusive agents. As the result of advertising during the five years 
prior to 1919, and of the activities of 38 traveling salesmen, a 
satisfied group of retailers had been secured as customers. The 
contracts specified a definite quota each 30 days, for which 
payments were made upon delivery. The company expected 
that the retailers already secured were prepared to increase sales 
at least 50%. There had been no effort to sell abroad, but sales 
inquiries from South America and from foreign countries else- 
where suggested that a potential demand existed. The total 
sales from 1915 to 1918 indicated the rapid expansion of the 
company. 


1915 ? 321,000 

1916 606,000 

1917 1,650,000 

19:8 3,662,000 


Estimated net earnings for 1919, available for dividends on 
preferred stock, amounted to $450,000 before deduction of gov- 
ernment income and excess profit taxes. Average net earnings 
for the four years prior to 1919 were about $175,000. More- 
over, the estimate of sales for igrg exceeded $6,000,000. If 
seasonal conditions made it possible to manufacture in the new 
buildings without delay, it was estimated this amount would be 
exceeded for 1920 by midsummer of that year. 
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The addition of floor space, it was estimated, would make it 
possible to transfer the manufacture of tubes from the eastern 
factory to the western plant. The use of a portion of the new 
plant for the reclamation of the old rubber to be used for the 
manufacture of hose, also was proposed. No such plant existed 
in the West, and many worn-out tires were shipped regularly to 
factories in the East. A national advertising campaign, further- 
more, of broader scope than any previously undertaken was 
suggested. 

In order to provide the desired space and to furnish addi- 
tional working capital, it was decided to issue $600,000 of 7% 
cumulative preferred stock of an authorized issue of $1,600,000. 
The following general provisions which safeguarded the preferred 
stock were included in the articles of incorporation of the com- 
pany: 

1. Cumulative dividends on preferred stock are payable out of net 
earnings of the company, or, in case of deficiency of net earnings in 
any one or more years, such deficiency shall be paid out of surplus or 
future net earnings before any dividends shall be set apart or paid on 
the common stock. 

2. So long as any preferred stock is outstanding, the company must 
maintain its net quick assets at not less than one hundred ten (110%) 
per cent of all outstanding preferred stock, plus unpaid dividends and 
redemption fund arrearages. 

3. No dividends can be paid on the common stock of the company — 

(a) Unless net quick assets are more than the outstanding pre- 
ferred stock, plus unpaid dividends thereon; 

(b) When or so long as preferred stock dividends or preferred 
stock redemption fund requirements are in arrears; 

(c) In excess of $21,600 per annum unless an amount equal to 
the excess over $21,600 be also used for the redemption of 
preferred stock, in addition to the obligatory redemption fund 
requirements. 

4. No additional preferred stock can be issued by the company — 

(a) Unless net earnings for twelve out of the previous consecutive 
fourteen months have been equal to at least five times the 
dividend requirements on all outstanding preferred stock and 
that proposed to be issued; 

(b) Nor so long as there remain unpaid dividends on outstanding 
preferred stock; 

(c) Nor so long as redemption fund requirements with respect to 
the preferred stock shall remain in arrears. 
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5. No mortgage or other lien can be placed upon the property with- 
out the consent of seventy-five (75%) per cent of the preferred stock- 
holders. 

6. If the company shall have defaulted in the payment of four con- 
secutive quarterly preferred stock dividends, or in the event the com- 
pany shall have defaulted for the period of two years with respect to the 
preferred stock redemption fund requirements, the holders of the pre- 
ferred stock shall then have the right to elect the minority directors out 
of the number authorized by the Articles of Incorporation, and if the 
company shall have defaulted in the payment of five consecutive quar- 
terly preferred stock dividends, or if the company shall have defaulted 
for the period of two and one-half years witli respect to the redemption 
fund requirements, the holders of the preferred stock shall then possess 
all the voting powers for every purpose until such default shall be made 
good by the company. The preferred stock of the company and the 
dividends, thereon, are exempt from the present Normal Federal Income 
Tax and from all state taxes. 

The redemption fund referred to above provided for the de- 
posit of $60,000 with the company’s transfer agent on March i, 
1920, and $30,000 thereafter on September i and March i of 
each year. These deposits were for the purchase and redemption 
of preferred stock at a price not to exceed no and accrued 
dividends.^ 

With the proceeds of this issue, which was purchased by a 
banking firm and sold to its local clientele at 98, a former issue 
of $300,000 of first mortgage 6% bonds due on March i, 1920, 
was retired at loi. The construction program also was under- 

^The balance sheets of the Lyons Rubber Company at the dates indicated are 


shown below. 

Assets Fob. i, 1919 Oct. 31, 1920 00131.1921 Oct. 31, 1922 

Cash $ 262,000 $ 62,000 $ 102,000 99,000 

Accounts Receivable 231,000 735,000 S3 7,000 427,000 

Inventory 602,000 1,528,000 704,000 60:, 000 

Notes and Acceptances 36,000 qo,ooo 28,000 22,000 

Plant and Equipment 503,000 1,275,000 1,150,000 1,002,000 

Patents, etc 97,000 90,000 82,000 75,000 

Suspense Accounts 28,000 31 ,000 _ 34,0 00 28,000 

Total $1,759,000 $3,811,000 $2,637,000 .$2,254,000 

LuiiiLtTir.s Fcl) 1,1919 Oct. 31, 1920 Oct. 31, 1921 Oct. 31,1922 

Notes Payable $ 300,000 $1,127,000 $ 568,000 $ 265,000 

Accounts Payable 85,000 34Sit>oo 93, 000 91,000 

Reserve for Taxes 40,000 68,000 50.000 50,000 

Bonds 300,000 

Preferred Stock 510,000 420,000 330,000 

Common Stock 4So,ooo 4SO1O00 450,000 450,000 

Surplus 584,000 1,311,000 1,056,000 1,068,000 

Total $1,759,000 $3,811,000 $2,637,000 $2,254,000 
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taken in order to provide a 50% increase in floor space and much 
needed storage and warehouse room. 

The buildings were completed and ready for occupancy by 
midsummer of 1920. At that time, however, since the directors 
deemed it advisable to conserve the cash resources of the com- 
pany, only one-half of the equipment originally planned was 
installed. 

During 1921 and 1922, production was carried on at capacity. 
Sales for the years 1919-1922 were as follows: 


1919 $5,350,000 1921 $3,943,000 

1920 5,274,000 1922 4,250,000 


The physical volume of sales increased each year; in 1922 it 
was 50% greater than in 1921. The plant was operating con- 
tinuously and producing 600 tires per day more than at the 
maximum seasonal peak of preceding years. Depreciation was 
charged currently on real estate, buildings, and equipment, which 
were appraised by local experts at 30% above their book value. 
The preferred stock outstanding was reduced $330,000 by the 
sinking fund. Profits were made in each year; in 1922 they 
amounted to $403,000. 

There were indications- in March, 1923, justified by orders re- 
ceived, that sales for the year were likely to exceed those of any 
year of the company’s history both in dollars and in units of 
merchandise. Sales of the Master Tread tire were increasing 
greatly. This brand had replaced the Re-Sole tire as the prin- 
cipal item in the company’s sales. Automobile manufacturers 
were placing contracts for hose and fan belts. 

Marketing methods had not been changed though the com- 
pany had expanded. Tires and tubes were sold through 4,000 
retailers, which were reached through a factory and branch sales 
organization of over 100 men. Radiator hose, which had been 
added to the accessory line during 1921, and fan belts were sold 
directly to wholesalers and manufacturers. The company main- 
tained division offices and warehouse stocks in Jersey City, 
Chicago, Portland, San Francisco, and Los Angeles and a sales 
office in Detroit. The opening of similar branches in St. Paul, 
Atlanta, and El Paso was considered. The latter branch was to 
promote distribution in Mexico and the southwestern part of 
the United States. 
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The management of the company had remained in the control 
of the original organizer; and the departmental executives, with 
one exception, had been in the employ of the company for at 
least five years. The Lyons Rubber Company was one of the 
few rubber companies which showed a substantial net profit 
during 192 1; in 1922, its earnings aggregated about 18 times the 
amount necessary to pay dividends on the total outstanding 
issue of preferred stock. 

On the basis of this record, the president deemed a request for 
further financing justified. He suggested to a local banking firm 
that the provisions of the new issue should be the same as those 
of the 1919 issue and that the holders of each should possess 
equal rights. The 1919 issue was selling currently at 98 to yield 
7.159?? and he expected the new issue to be marketed at the same 
price. 

The investment banking firm stated that the existing situation 
differed from that in 1919 in several ways. In the first place, 
the tire production of the company constituted a greater propor- 
tion of the total in the United States. Hence, if a general busi- 
ness depression was experienced, the Lyons Rubber Company 
could not rely on its continued growth to maintain its volume of 
sales. 

The emphasis, furthermore, had shifted to the Master Tread 
tire and away from the Re-Sole tire. The latter had been sold 
to many consumers who were unable to invest in more expen- 
sive equipment, but there was no indication that the demand 
for Master Tread tires would not decline if business conditions 
became unfavorable. The 1919 financing, moreover, was in part 
for the retirement of the $300,000 bond issue then outstanding. 
The payment of this mortgage had been desirable at a time when 
future earnings were relatively uncertain. Because of these 
facts, the firm hesitated to underwrite the issue, the purpose of 
which was to provide funds for the increase of productive capa- 
city.^ 

Was it advisable for the Lyons Rubber Company to sell 
additional preferred stock in 1923? Was it advisable for the 
investment bankers to sell the stock? 

1 In the Harvard Busittess Review, vol. 2, p. 129, there is a discussion by H. 
Stuart Hotchkiss, of “The Evolution of the World Rubber Situation,” which con- 
siders, more especially, the crude rubber situation of recent years. 
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21. CLEMENT & COMPANY — SALE OF INDUSTRIAL BONDS IN THE 
SUMMER OF 1923 

In July, 1923, Clement & Company, an investment banking 
firm in New York, was asked by the owner of a block of bonds of 
the Humbie Sugar Company, to sell them for him. The Humbie 
Sugar Company was a Cuban company not well known among 
American investors. There were $710,000 par value of bonds in 
the issue, and this owner held about three-quarters of them. 
This block was too large, therefore, for him to sell without the 
aid of bankers. 

The property of the Humbie Sugar Company had been ac- 
quired by the Exmoor Sugar Corporation in 1920, and consisted 
of one of the most important plantations in eastern Cuba. It 
included a sugar mill and about 15,000 acres of lands. The 
plantation produced sugar at as low a cost as any plantation on 
the island of Cuba. Its capacity was about 500,000 bags of sugar 
per year. The Exmoor Corporation was, in turn, a subsidiary 
of an American sugar company which had extensive interests on 
the island. In addition to owning and operating the Humbie 
plantation, the Exmoor Corporation operated, under lease, the 
mills of its parent company in eastern Cuba. The Exmoor Cor- 
poration, moreover, owned approximately 50,000 acres of fertile, 
virgin soil in an advantageous location. 

The bonds offered to the bankers were a direct obligation of 
the Exmoor Corporation and were secured by a closed first mort- 
gage on the Humbie plantation. The issue was dated June 30, 
1918, and consisted of $710,000 of 7% serial bonds. Sixty 
thousand dollars was due each July 30, between 1924 and 1934, 
and $50,000 on July 30, 1935. The Humbie plantation was 
valued at $7,864,000, or over 10 times the amount of this bond 
issue. Net tangible assets of the Exmoor Corporation amounted 
to $17,000,000. The Exmoor Corporation had $11,000,000 in a 
junior issue of 7 J 4 % bonds, due in 1937. Its entire capital stock 
was owned by its parent company. 

For the five years previous the production of the Humbie 
plantation averaged 400,000 bags per year. An average net 
profit of $4.50 per bag had been obtained, or $1,800,000 per year. 
Interest requirements of the Humbie bonds were $49,700 per 
year. 
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Clement & Company was of the opinion that tlie financial 
record of the company was satisfactory and that the bonds were 
secure. The following summary of the analysis of the sugar in- 
dustry made by the bankers gave them the assurance that the 
sugar industry was now on a sound basis. The industry, unlike 
many others, had not been overexpanded greatly in fixed assets 
in 1 9 IQ and 1920. The losses of sugar companies in 1920 and 
1921 had been caused almost entirely by losses in inventory 
resulting from the severe decline in the price of sugar. In 1923, 
the price of raw sugar was only about one-third of the high 
point reached in 1920, and no severe decline seemed possible. 
Stock? of sugar owned by producers and refiners were small 
when compared to what they had been in 1919 and 1920. De- 
mand for sugar in the United States was strong, and there was no 
evidence that it was likely to lessen. Many European buyers 
who had obtained their sugar from Europe before the war now 
were buying Cuban sugar. The political situation in Europe did 
not suggest the possibility of important production of sugar in 
Europe for many years. 

Clement & Company, however, was of the opinion that the 
political uncertainty in Cuba was the greatest difficulty to be 
overcome in selling the bonds. There had been talk of revolution 
in the island for many months. The bankers stated that it was 
impossible to tell what developments might take place in this re- 
spect, but that previously, however, when there had been any 
serious uprising in Cuba, the United States Government, direct- 
ly or indirectly, had protected property rights on the island. The 
bankers were of the opinion that the United States Government 
was likely to follow such a policy again, should any serious con- 
ditions develop there. 

Clement & Company expected a continuance of easy money 
rates and no decline of any appreciable extent in the bond mar- 
ket. Thus, it could recommend the bonds to its customers from 
all points of view — from the strong position of the company it- 
self, the soundness of the sugar industry, the expected continu- 
ance of low money rates, and the improbability of an immediate 
decline in the bond market. Many of the customers of the in- 
vestment banking firm did not consider the relation of money 
rates and the length of life of the bond when making an invest- 
ment. Such customers usually held their bonds until maturity. 
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and if they could be sure of interest payments and principal of 
the bonds when it was due, they were satisfied. The price of 
the bonds in the intervening period was of little consequence 
to these customers. To customers to whom the price of bonds 
was of consequence prior to maturity, the serial feature of the 
Humble bonds might be attractive if they expected higher money 
rates and desired short maturity bonds. Clement & Company was 
of the opinion that the Humbie bonds could be sold at the follow- 
ing rates; 


Maturity To Yield 

1924 6.00% 

192s 6.50% 

1926 to 193s inclusive 7.00% 


A price was arranged with the owner of the bonds which gave 
a satisfactory margin of profit and the bankers decided to buy 
the issue and sell it to their customers at the above rates. 

22. CRANBERRY TEXTILE COMPANY — SALE OF PREFERRED STOCK 
FOR NEW ENTERPRISE BASED ON AN INVENTION 

The following facts were cited by bankers to induce the pur- 
chase of an offering of preferred stock in August, 1923. 

Scientists for years had known of a tropical tree whose inner 
bark could be converted into a fiber to be made into a fabric. 
The raw fiber, as it was stripped from the tree, was rich in gum. 
It had been impossible to perfect a process by which the fiber 
could be degummed on a commercial scale. In 1920, a chemical 
process was perfected for the removal of the gum from the fiber. 
A corporation was organized to purchase the secret formulae and 
engage in the conversion of the raw fiber. 

According to the bankers’ circular, it was possible, through the 
use of the chemical process, to convert the gummy, stringy inner 
bark into a soft, lustrous material with one of the longest fibers 
known to the textile industry. The degummed fiber had the lus- 
ter of silk, great strength, and was clean, white, and beautiful. 
In the process, the raw material lost about 15% of its weight. 
This was, in part, fibers and gums, but was not waste, for it was 
a valuable wood pulp stated to be worth $100 per ton. When 
degummed, the fiber was from ii to 18 inches in length, 
compared with 4 to 5 inches for flax, and i to ij^ inches for 
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cotton. When the finished fiber first was offered to the textile 
trade, experts professed skepticism and began to subject it to 
tests for strength and luster. Southern textile firms were amazed 
at the results of tests made in their own laboratories of mixing 
it with cotton, silk, and other fabrics. Immediately they wanted 
to know how soon they could obtain it in quantities. 

It was stated that in Europe slight success had been obtained 
in the removal of the gum from the raw material, and the fiber 
produced was weak. Machinery had been perfected to spin 
the fiber, but the industry was not profitable because of the 
continued lack of success in the removal of the gum. Textile 
manufacturers and bankers in America, stimulated by the keen 
interest of the textile world, formed a corporation for spinning 
the fiber, degummed by means of the American process. This 
spinning plant was to utilize European processes and machinery, 
which were the results of years of experimentation and the ex- 
penditure of thousands of dollars by English, French, and 
German experts. 

According to the statement of the bankers, the management of 
the spinning corporation expected within a year to have the capa- 
city of its plants sold for many years in advance, inasmuch as 
the spun fiber was almost certain to find a permanent place in 
the textile industry. The expansion of the industry seemed to 
have no limits, for the supply of raw materials was practically 
inexhaustible; no figures or definite facts were given, however, 
to prove this contention. 

The Cranberry Textile Company was incorporated in March, 
1923, and was the first and only organization in America to 
be devoted exclusively to the spinning of this fiber. The com- 
pany entered into a contract with the corporation which con- 
trolled the most successful method of degumming the fiber, for 
the exclusive right of spinning yarn for sale to established textile 
mills, which in turn would use the yarn to add strength to fabrics 
being produced, as well as for the creation of new ones. The 
spinning company was guaranteed an unlimited supply of the 
degummed fiber, through its contracts with the producer who 
had perfected direct importing arrangements to protect the raw 
material supply. 

The company secured an option and contract to purchase the 
necessary buildings of modern factory construction in one of the 
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centers of the textile industry in the South. Enough machinery 
for the first unit already had been purchased in the United States. 
In 1923, this machinery was installed and ready to put into 
immediate operation. The remainder of the machinery required 
for the plant was to be purchased abroad and installed as soon 
as possible. At the time -of organization, the equipment was 
designed to manufacture a minimum of 50,000 pounds of yarn 
weekly. It was proposed to expand as the demand for the com- 
pany’s product increased. The weekly output specified was on 
the basis of day operations only; it could be increased by operat- 
ing the plant on two or three shifts. 

On August I, 1923, the Granberry Textile Company, through 
its bankers, offered for sale $1,000,000 of preferred stock. None 
of the proceeds of this issue was for experimentation, since all 
that work had been completed. According to the bankers, the 
purpose of this stock offering was to pay for the plant, equip it 
properly, and provide working capital. There was no indication 
as to the amount of the proceeds of the stock issue which would 
be required for plant and equipment or the amount which would 
be needed to provide working capital. It was stated that the 
company was starting with the full benefit of all the millions 
expended to perfect the system of manufacture in England, 
France, and Germany. 

The bankers stated further that the estimates made by com- 
petent authorities in the textile world, and the management of the 
Granberry Textile Company, experts, and business men indicated 
that earnings should be sufficient to provide for an 8% dividend 
on the preferred stock beginning June i, 1924, as well as divi- 
dends on the common stock. These calculations were based 
upon the contract for the degummed fiber and the average mar- 
ket price for yarns of characteristics similar to those which were 
to be produced. The profits accruing to the company were ex- 
pected to be substantially larger than those customary in such a 
business. 

The affairs of the company were in the control of men of ex- 
ceptionally wide experience in textile manufacturing and in the 
financial affairs of textile companies. The names of six promi- 
nent mill men were given to substantiate this statement. No 
dividends could be paid at any time on the common stock, which 
would reduce the net assets back of the outstanding preferred 
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stock below $iio per share plus accrued dividends. These were 
the “elements of safety” to protect the preferred stockholders. 

Preferred stock was sold because of the bankers’ belief in the 
soundness of the venture. A bonus of common stock was given 
with each purchase of preferred stock. In the bankers’ opinion 
the pioneers in an enterprise were entitled to the largest share 
of its success. 

23. KEARSARGE COMPANY — CHAIN STORE ORGANIZATION 
AND control' 

Golden & Company, a conservative investment banking house 
with a clientele that relied thoroughly upon its advice regarding 
reliable investments, was offered in the latter part of January, 
1920, 5,000 shares of preferred stock to be issued by the Kear- 
sarge Company, operating a chain of thirty-six 5, 10, 25 cent 
and $i stores. The Kearsarge Company had a capitalization of 
$150,000 common stock and $150,000 preferred stock. The new 
issue of stock proposed was $500,000 7^ cumulative, partici- 
pating preferred. Practically all the holders of the previous is- 
sue of preferred stock had agreed to convert their shares into 
the new issue, which was to be redeemable as a whole or in part 
at no on 30 days’ notice. 

The Kearsarge Company had no bonded debt, and it was 
agreed that no mortgage might be placed on the property with- 
out the consent of three-fourths of the holders of the outstanding 
participating preferred stock, except that there might be a pur- 
chase-money mortgage on property acquired. It was further 
provided that the cumulative, participating preferred stock 
should receive up to an additional dividend whenever net 
earnings for one year available for dividends on the common 
stock exceeded $80,000, There was to be a sinking fund, be- 
ginning in 1921, of 3% per annum of the outstanding participat- 
ing preferred stock. It was stated that the annual net profits 
of the company had averaged for the previous five years about 
15 times the dividends on the outstanding preferred stock and 
were equal to almost times the 7% dividends on the partici- 
pating preferred stock to be issued. 

'Reproduced from M. T. Copeland: Problems in Marketing, (2nd Edition), 
p. 88, cited hereafter as Copeland. 
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The sales of the Kearsarge Company in round figures had been 
as follows: 1924, $2,500,000; 1915, $3,000,000; 1916, $3,600,- 
000; 1917, $4,500,000; 1918, $6,000,000; 1919, $8,300,000. 
The balance sheet was satisfactory. The receipts from the sale 
of this new stock were to be used to provide funds for the 
expansion of the business. Locations had been selected for 25 
additional stores, and the plans of the company called for expan- 
sion at the rate of 20 to 30 stores per year during the next four 
or five years. 

At the time when Golden & Company was considering this 
request, the following information was available in regard to 
the business of the Kearsarge Company: 

The Kearsarge Company’s stores sold merchandise ranging 
in price from i cent to $1, but it was estimated that go% of 
the sales were articles retailing at more than 25 cents per unit. 
This situation was entirely in accord with the desires of the Kear- 
sarge Company, since it had found that it could not compete 
effectively with the Woolworth, Kresge, and other similar stores 
concentrating on 5- and lo-cent merchandise. It was stated 
that owing to the higher range of prices in Kearsarge stores 
as compared with 5 and 10 cent stores, more sales effort was 
required. Articles above 25 cents in price did not sell themselves 
as readily as 5- and 10-cent articles, and consequently the em- 
ployees of the Kearsarge Company had to be more than mere 
cashiers and bundle wrappers. The merchandise sold in the 
Kearsarge stores consisted of notions, novelties, hosiery, neck- 
wear, underwear, inexpensive yard goods, children’s clothing, 
gloves, hair goods, kitchen ware, toilet goods, pens, pencils, and 
stationery, pictures and frames, phonograph records, candy, toys, 
and other miscellaneous articles. In the latter part of 1919 a 
departure had been made from the company’s ordinary merchan- 
dising policy by the introduction of a line of low-grade millinery 
with retail prices as high as $5. 

The 36 stores of this company were located in 16 eastern and 
middle-western cities. During 1920 it was planned to open 
stores in New England, New York State, Indiana, Michigan, 
Illinois, and Missouri. The wide range of territory covered 
tended to prevent the business of the Kearsarge Company from 
being adversely affected by fires, strikes, or other local con- 
ditions that did not affect the United States as a whole. 
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The main buying office and warehouse of the Kearsarge Com- 
pany were located in New York City. The organization respon- 
sible to the president and directors consisted of two divisions, 
the financial and accounting office and the merchandise control 
office. The treasurer and controller formulated the company’s 
financial policy, handled all payments, and was in general charge 
of the accounting, which was centralized at the New York office 
for the entire chain. An assistant to the treasurer and con- 
troller was in charge of real estate operations. Under the mer- 
chandise manager were six buyers and four assistant buyers. 
These men purchased merchandise for all the stores. Subordi- 
nate to the merchandise manager there were also four inspectors, 
each one covering a section of the company’s territory and call- 
ing on each Kearsarge store in his district on an average of once 
in three weeks. Although the store managers were permitted to 
make local purchases, when it was necessary in order to secure 
the merchandise promptly, 90% of the buying was done by the 
six buyers and their four assistants at the New York office. All 
invoices for merchandise purchased locally by store managers 
had to be approved by the New York office before payment 
was made. Many manufacturers from whom this chain normally 
bought shipped merchandise directly to the individual stores, but 
the mills making piece goods, hosiery, and knit underwear, as 
well as those making some other goods sold by the Kearsarge 
Company, ordinarily were unwilling to ship in small lots to the 
individual stores. Consequently, the chain maintained a ware- 
house in New York City from which such merchandise was dis- 
tributed to the various stores. All invoices for merchandise 
shipped directly to the individual stores had to be approved 
by the store managers and sent to the New York office before 
payment was made. It was stated that discounts occasionally 
were lost because of failure on the part of store managers to 
forward these invoices promptly. Merchandise was charged to 
the various stores by the merchandise office at both cost and 
retail, the individual items being charged at retail and the order 
as a whole being charged at cost. The buyers and assistant 
buyers had drawing accounts and received salaries based on the 
volume of gross profit shown by the chain as a whole and on 
the cash discounts which they secured. 

The individual stores of the Kearsarge Company had annual 
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sales vdumes ranging from $50,000 to $400,000 each. They 
were all uniform in appearance, layout, and merchandise classi- 
fication, the same 28 departments being maintained in each 
store. Separate merchandise figures were kept for each of these 
departments, but in no case were store expenses departmentized. 
Store managers were paid salaries varying with the volume of 
sales and the ability and experience of the individual manager. 
In addition to a salary, the manager received i % of the net sales 
of his store. Managers were entirely responsible for hiring and 
training salespeople. Each week a store manager was required 
to make a report of sales by departments, receipts of merchan- 
dise from manufacturers, from the company’s warehouse, from 
other stores in tlie chain, and from local sources. This weekly 
report also covered store expenses, which were classified as fol- 
lows : salaries, advertising, supplies, and general expense. Where 
stores were leased, rent was paid from the New York office and 
not by the individual store managers. 

On the basis of the Kearsarge Company’s experience in 1914 
and 1915, the first two years in which these stores were in opera- 
tion, a standard rate of stock-turn had been determined for each 
of the 28 departments. Every year sales quotas for each de- 
partment of each store were determined on the basis of past 
performance adjusted to changing business conditions, both local 
and general; and these sales quotas at retail divided by the 
standard rate of stock-turn determined the standard stock at 
retail for each department. Each inspector carried with him a 
list of all the items stocked by the chain, and when he visited a 
store, he noted on this list the amount by which the store was 
over or under the standard stock for that item as determined by 
the department sales quota and the standard rate of stock-turn. 
Inspectors usually spent from two to three days at a time at 
each store. They had sole authority to authorize mark-downs 
and transfers of merchandise from one store to another. The 
inspectors made detailed reports to the merchandise office in 
New York in regard to conditions in each store visited. Physi- 
cal inventory at retail was taken semi-annually by the store man- 
agers, subject to the instruction and supervision of the district 
inspector. No stock records were maintained in any of the de- 
partments of the individual stores. Figures in the main office of 
the company showed that the rate of stock-turn for the chain 
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as a whole had been between four and five times a year since 
the opening of the first stores in 1914. 

For all but the small percentage of merchandise purchased 
locally, the store managers placed orders with the New York 
merchandise office. These orders were filled either from the 
warehouse or by direct shipment from manufacturers. Occa- 
sionally they were filled by the transfer of merchandise from a- 
nearby store of the chain. It was a standard rule of the merchan- 
dise office that in case of departments which were overstocked, 
according to the most recent report of the district inspector, 
the store managers could not place orders aggregating more than 
50% of the previous week’s sales. Whenever an order was 
received which exceeded this limit, as determined from the 
weekly reports of the store managers and the reports of the 
store inspectors, the order was returned to the store manager 
with instructions to designate the items to be eliminated. At 
the insistence of the financial division, the merchandise office 
had made it a policy, whenever a department in any store was 
heavily stocked with merchandise which had not proved readily 
salable, as frequently happened in such items as hosiery and 
underwear where end sizes accumulated, that the store manager 
should not be permitted to order new or more readily salable 
merchandise for that department until he had unloaded his old 
stocks. 

24. AZTEC COPPER COMPANY — NOTE ISSUE WHICH BORE THE 
RIGHT OF CONVERSION INTO COMMON STOCK 

The Aztec Copper Company operated mines in the western 
part of the United States which produced copper, zinc, lead, gold, 
and silver. In January, 1916, interest rates were deemed favor- 
able for a note issue of $12,000,000, the purpose of which 
was to refund two former note issues. It was suggested to the 
officers that the notes be converted into common stock in the 
ratio of $75 in notes for one share of common stock. 

One of the issues to be refunded was $10,000,000 of five-year, 
6%, collateral trust gold notes of a subsidiary mining company, 
guaranteed by the parent mining corporation. These notes 
matured April i, 1917. The other issue was $4,000,000 of four- 
year, 5%, gold notes, which matured June i, 1918. Both issues 
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were callable on any interest date. A notice of redemption on 
April I, 1916, had been sent to the noteholders of both issues. 
By refunding the $10,000,000 issue, $1,350,000 in cash, which 
was held in escrow under the trust indenture as security for the 
notes, was released. Additional cash in the treasury allowed 
the payment of $2,000,000 of outstanding notes. This reduction 
in principal effected a saving in annual interest charges. 

The new issue of $12,000,000 was to be dated February i, 
1916, and was to mature in 10 years. The notes were to bear 
6% interest, and were an unsecured obligation of the corpora- 
tion. They were callable as a whole, on any interest date, upon 

Aztec Copper Company — Balance Sheet as of December 31, 1915 

ASSETS 


Cost of Properties $47,368,900.00 

Improvements, Options and Other Deferred Charges 635,800.00 

Discount on Gold Notes to Be Amortized 96,700.00 

Ores, Etc., on Hand 1,287,200.00 

Supplies, Fuel, and Timber 1,573,600.00 

Metals in Transit, in Process, and on Hand 6,172,800.00 

Notes Receivable 3,867,200.00 

Accounts Receivable 1,959,700.00 

Cash 2,482,800.00 

$65,444,700.00 


LIABILITIES 


Common Stock, par Value $50 per Share $17,553,800.00 

7% Preferred Stock 24,313,700.00 

Capital Stock of Subsidiary Companies Not Held by 

Aztec Copper Company 1,029,700.00 

5% Gold Notes 4,000,000.00 

Accounts Payable and Accrued Pay-Roll 935,700.00 

Drafts in Transit 712,300.00 

Reseiwes for Freight, Refining, Selling Commission 

and Other Purposes 1,283,200.00 

Dividends Declared (paid January 15, 1919) 688,900.00 

Depreciation and Reserve Funds 6,327,800.00 

Undivided Surplus Applicable to Stocks of Sub- 
sidiary Companies Not Held by Aztec Copper 

Company 346,100.00 

Profit and Loss Account Balance 8,253,500.00 


$65,444,700.00 
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6o days’ notice, at no and accrued interest. The company had 
no mortgage debt nor bonds of any description outstanding. It 
was provided that no mortgage might be made subsequently by 
the company without equally securing these notes. The balance 
sheet on December 31, 1915, was as given on page 213. 

The rate of dividends on common stock was not steady; 
declaration of the quarterly dividend payable January 15, 1916, 
was at the rate of 6%. The market price in January, 1916, was 
approximately 58. The yearly high and low prices and dividends 
paid for the six preceding years were as follows: 


Year 

High 

Low 

Dividend 

1910 

50 

30 

4 % 

1911 

40 

30 


1912 

505^ 

34 

4/2% 

1913 

43X2 

34 

6 % 

1914 

isH 

24J4 

3 % 

191S 

54 

20 

1/2% 

Net earnings for 19] 

[5 applicable to interest charges, after deduc- 


tion of nearly $800,000 for depreciation, improvements, and 
exploration, were $7,400,000, or over 10 times the interest 
charges on the proposed issue. It was expected that the cor- 
poration could secure a price slightly in excess of par from 
bankers for these notes. 

It was urged that the notes bear the conversion privilege 
because of the increased marketability afforded thereby; this 
feature made them attractive not only to investors who required 
sound security, but also to those who wished to secure a specula- 
tive gain. Noteholders could take advantage of the conversion 
privilege when the value of the common stock advanced. Bankers 
sometimes paid a higher price for the convertible securities since 
they appealed to a wider class of purchasers. An advantage to 
the company was that conversion of notes into common stock 
reduced fixed charges. It was desirable, moreover, to provide a 
means for converting the obligation of a noteholder, who was 
a creditor of the corporation, into that of a common stockholder, 
who was a partner. The company could not sell additional 
common stock to the public in order to secure capital because 
no dividends had been declared on the first three dividend dates 
in 1915. 

It was suggested that little attractiveness to investors was 
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added by the conversion feature because purchasers of this type 
of security did not desire to speculate. If the privilege became 
valuable as the result of an increase in the price of the common 
stock, the price of the notes would advance proportionately, and 
the noteholders who were the original purchasers probably would 
take their profits by selling the notes on the open market, since 
they did not wish to hold common stock. The convertibility 
privilege might prove a disadvantage, also, because conservative 
investors might receive the impression that the addition of this 
feature was necessary in order to secure a favorable price for 
the notes. At the date of issue, this privilege would be worth- 
less, because if the price of the notes to the public was a few 
points above par, a rise of approximately 20 points in the price 
of common stock was necessary before a conversion could be 
made on an even basis. Although the stock was highly specula- 
tive, the probability of a greater rise than this was remote. The 
officers did not consider a more liberal conversion ratio because 
of their confidence in the inherent value of the common stock. 

The officers decided to add the conversion feature to the notes. 
The issue was sold to bankers at slightly above par, and offered 
to the public in February, 1916, at 103^4. The notes were 
convertible into common stock at any time at the option of the 
holder on the proposed basis of $75 in notes for each share. If 
the notes were called, they could be converted at any time prior 
to the date of payment. 

25 . GORDON, GILES & NORTHCRAFT — PURCHASE OF COMMON 
STOCKS IN APRIL, I923 

At a conference of the partners of Gordon, Giles & Northcraft, 
investment bankers, the question of buying common stocks 
during the spring and summer of 1923, was discussed. An offer 
of participation in selling a common stock issue of the Pawnee 
Mills demanded that the question receive immediate attention. 

Two of the partners favored the continuance of the policy of 
the company in selling both stocks and bonds. They were of 
the opinion that conditions at the time indicated industrial pros- 
perity. Their transactions in stocks, furthermore, had proved 
profitable, and they maintained that the elimination of their stock 
selling department would curtail their profits seriously. They 
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also brought out the fact that many of the company’s customers 
preferred to buy speculative common stocks rather than con- 
servative bonds and preferred stocks, and that the accounts of 
such customers might be lost if the firm ceased to sell common 
stocks. 

The third partner, however, was emphatic in his opinion that 
common stocks should not be purchased during the coming spring 
and summer. His contention was that prices were rising; raw 
materials had advanced and wages had increased, especially in 
many of the textile mills. These increased prices meant increased 
costs of production and higher prices for the finished product, 
which would result in lessened demand. While sales of manu- 
factured products at the time were satisfactory, he considered 
that conditions showed every sign of a minor boom which would 
not tax existing industrial facilities to the point where expansion 
would be justified. 

In the opinion of this partner, the revival of industrial activ- 
ity which, generally speaking, could have been said to have com- 
menced in January, 1921, and which was still in progress in 
April, 1923, had been amply rellected in the prices of common 
stocks which had risen in accordance with this revival. How- 
ever, in April, 1923, stock prices were halting, and indecision 
on the New York Stock Exchange indicated that the last 18 
months’ prosperity would result at least in temporary depression 
within the next 12 months. This decline in stock prices influ- 
enced the partner’s forecast that there was little probability of 
increased dividends in the near future. 

The immediate profits which would result to the firm from the 
sales of common stocks, at this time, would, he maintained, be 
more than offset as a result of ill will engendered if the stocks 
failed to earn satisfactory dividends. Hence, tliere was no justi- 
fication in buying stocks at this time. 

His arguments prevailed over those of his two partners, and 
the firm bought no common stock during the ensuing six months. 

26. MAGRUDER KNITTING COMPANY — SALE OF COMMON STOCK TO 
FINANCE CONSOLIDATION WITH A HOSIERY MILL 

The products of the Magruder Knitting Company consisted of 
underwear for men, women, and children in knitted and woven 
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Magrudee Knitting Company— Balance Sheet as of 
March 31, 1923 


Cash $ 653,000 

Notes and Accounts Receivable, Less Re- 
serve 1,564,000 

Sundry Accounts Receivable 22,000 

Due from Officers, Employees, Etc 41,000 

Notes, Deposits 30,000 

Inventories 4,133,000 


Total Current Assets $6,443,000 

Prepaid Expense 30,000 

Notes Receivable and Employees’ Stock Subscriptions. . 92,000 

Investments 7,000 

Property and Plant Less Depreciation 1,802,000 

Total $8,374,000 


LIABILITIES 


Notes Payable (Bankers and Brokers) $1,930,000 

Notes Payable (Individuals) 84,000 

Accounts Payable 501,000 

Sundry Accounts 139,000 

Taxes 133,000 

Total Current Liabilities 

Miscellaneous Receipts 

7% Preferred Stock 

Common Stock and Surplus 

Total 


$2,787,000 

22,000 

800,000 

4,765,000 

$8,374,000 


fabrics, made from cotton, -wool, silk, and from combinations of 
these fibers. Sales were made directly to retailers throughout 
the United States. The president of the company was of the 
opinion that selling costs could be lowered by consolidation with 
another mill, the products of which could be sold by the com- 
pany’s sales force. It was necessary, however, that the mill with 
which consolidation was to be effected have an established repu- 
tation, that its product be of high quality, and that a demand 
already exist for the product. Above all, the method of distribu- 
tion had to be similar to that of the Magruder Knitting Company. 
These conditions apparently were fulfilled by the Irving Hosiery 
Mills, which sold a complete assortment of full-fashioned and 
seamless hosiery directly to retailers. Negotiations with the 
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principal stockholders of the Irving Hosiery Mills in April, 1,5,23, 
disclosed that it was possible to effect consolidation. The offi- 
cers had to decide whether or not the consolidation was advisable, 
and, if it was made, how it should be financed. 

The Magruder Knitting Company was established as a part- 
nership in 1886; the following year a corporation by the same 
name was formed with a paid in capital of $75,000. From the 
year 1895, growth was continuous. Expansion was financed 
from earnings with the exception of the sale of $1,500,000 of 
preferred stock to the public in 1912. The company had dis- 
tributed underwear more widely than its competitors. Sales 
in 1922 amounted to over $9,000,000. Carefully planned na- 
tional advertising had established the brand name “Magruder,” 
for which a steady consumer demand existed. 

The financial condition of the company on March 31, 1923, 
was as shown in the balance sheet on the preceding page. 

The record of net profits since 1917, after deduction of taxes 
at the 1922 rate, was as follows: 

1917 .'|i8o8,ooo 1920 

1918 919,000 1921 

1919 935,000 1922 

•Loss. 

The Irving Hosiery Mills was incorporated in 1891 and pro- 
duced hosiery from cotton, wool, silk, and combinations thereof. 
It was a pioneer in the industry and had shown a constant growth. 
A reputation for high and dependable quality was established. 
The product was sold directly to retailers under a nationally 
advertised brand name. Sales in 1922 were $4,000,000. The 
balance sheet on March 31, 1923, was as shown on page 219. 

The net profits of the Irving Hosiery Mills, after taxes at 
the 1922 rate, were as follows: 

1917 $311,000 1920 $1,054,000 

1918 410,000 1921 86,000 

1919 675,000 1922 203,000 

In an alliance with the Irving Hosiery Mills, the president of 
the Magruder Knitting Company saw an opportunity to lower 
the cost of distribution. In unit stores, underwear and hosiery 
were combined in one department under the direction of a single 
buyer. The Magruder Knitting Company’s sales force could 


.$275,000 
. 418,000'-'' 
. 16,000 
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Irving Hosiery Mills — •Balance Sheet as op March 31, 1923 


assets 

Cash $ 9,000 

United States Securities 143,000 

Notes and Accounts Receivable 796,000 

Sundry Accounts Receivable S,ooo 

Notes, Deposits 23,000 

Inventories 2,543,000 

Total Current Assets $3,519,000 

Property Expense 22,000 

Advances on Purchase of Equipment 17,000 

Property and Plant 1,075,000 

Total $4,633,000 


LIABILITIES 


Notes Payable (Bankers and Brokers) . . . .$ 

Notes Payable (Individuals) 

Trade Acceptances 

Accounts Payable 

Accrued 

Due to Subsidiary 

Taxes _ 

Total Current Liabilities 

6% Preferred Stock 

Common Stock and Surplus 

Total 


667.000 

49,000 

248.000 

189.000 

232.000 
49,000 

$ 1 , 435,000 

600,000 

2,598,000 

$4,633,000 


distribute both products at approximately the same cost, with the 
result that selling expense for each company was reduced one- 
half. Irving hosiery was an ideal addition to the underwear 
products because it always had been sold directly to retailers and 
was a well-known brand which had a reputation for reliable 
quality. Neither product detracted from the prestige of the 
other, and an alliance of the two was expected to strengthen the 
reputation of each. It was not necessary to increase selling 
expenses for the new product, because of its wide distribution. 
The two sales forces could be combined and the least satisfactory 
salesmen in each eliminated. 

A consolidation of the two companies allowed economies in 
management expense by a combination of the executives of the 
two organizations. The most modern methods of production had 
not been introduced in the plant of the Irving Hosiery Mills, 
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and an estimate was made that production could be increased by 
2 0% without an increase in fixed charges. A further saving was 
possible by reduction of the number of lines manufactured, of 
which there were 130. The volume of sales and assets of the 
Irving Hosiery Milb was so small in comparison with that of 
the Magruder Knitting Company that the latter would not be 
overbalanced by the consolidation. 

A complete consolidation, however, was not possible. Cen- 
tralized control of production was impracticable because the 
plants of the two companies were 400 miles apart and the proc- 
esses of manufacture were different. No significant economies 
in purchase of raw materials could be secured, for although the 
same materials were used, they were required in different forms 
for the two products. The difficulty which existed in a combina- 
tion of the two selling organizations was that the salesmen were 
not familiar with the selling points of the product which was 
added. It would be more difficult for them to overcome sales 
resistance in a product about which they had little knowledge. 

The president of the Magruder Knitting Company decided 
that the saving to be secured in selling expense made the con- 
solidation advisable. After negotiations, in which was secured 
the consent of the majority of stockholders of the Irving Hosiery 
Mills, a method of financing had to be determined. 

It was decided to form a holding company to own the stock 
of the two companies. Because a minority of 5% to 10% of the 
Irving Hosiery Mills common stock could not be purchased or 
exchanged, the assimilation of the Irving Hosiery Mills as a 
subsidiary was prevented. Since these minority stockholders 
were antagonistic to the purchase, the Magruder Knitting Com- 
pany might be hampered by them in its control of the subsidiary 
company. An additional advantage of a holding company was 
to insure that the identity of the two corporations be maintained. 
The brands used were formed from the companies’ names, and 
if the Irving Hosiery Mills had become a subsidiary of the 
Magruder Knitting Company, the latter name might have been 
used by customers and the public to designate both companies 
and their products. 

A sale of securities of the holding company to the public was 
necessary in order to raise funds to purchase a portion of the 
Irving Hosiery Mills common stock and to provide additional 
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working capital. An issue of bonds did not receive consideration 
because earnings were sufficient to warrant the sale of stock. 
The question arose whether preferred or common stock should 
be sold. Preferred stock had the advantage of a fixed rate of 
dividends which prevented sharing benefits of an increase in 
earnings with the public. It was a sound investment to offer 
because no bonds on any of the properties existed. The divi- 
dends were a first charge on the earnings of the holding company, 
which owned the entire common stock of the Magruder Knitting 
Company and more than 90% of the stock of the Irving Hosiery 
Mills. The bankers who were to buy the security for resale to 
the public, however, objected because the time was not propitious 
for the sale of preferred stock. New issues had been sold fre- 
quently during the preceding months and the investors who pur- 
chased them were well supplied. Preferred stocks of sound 
security were selling at an unusually low price, and it was believed 
that the company could not receive a fair price for the stock. 
Although the two outstanding issues of preferred stock were 
comparatively small, as shown on the balance sheets of the two 
companies, they had to be called at a premium for refunding. 
One of the most serious objections against preferred stock was 
the fact that the holding company did not control the entire 
amount of the Irving Hosiery Mills common stock. Complete 
ownership was desirable, the bankers declared, in order to pro- 
vide unquestioned security for the issue. 

The alternative to preferred stock was common stock. In the 
opinion of the bankers, the market was more favorable for com- 
mon than for preferred stock, and for this reason, a higher 
relative price could be secured. Lack of complete ownership of 
one company had little effect on the value of this kind of stock. 
Although profits were to be shared with the public, no obligation 
existed to pay a fixed rate; dividends depended upon earnings, 
It was recommended that the holding company be incorporated 
with a capital of 200,000 shares of no-par- value common stock. 
In order to raise $3,600,000, which was the required amount, 
90,000 shares had to be sold to the public. Thus, 45 % of the 
voting power was taken away from those who were interested 
immediately in the welfare of the corporations. This was the 
most serious objection to common stock, since it required those 
who managed the Magruder Knitting Company, and were the 
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most important stockholders, to sell a portion of their holdings. 

In order to raise the money by the most advantageous means, 
the officers decided to sell common stock. The issue was offered 
to the public in May, 1923, at $42 per share. 

27. DORMAN ELECTRIC COMPANY — TIME OF REDEMPTION OF HIGH 
INTEREST BEARING CONVERTIBLE NOTES 

The Dorman Electric Company, a manufacturer of electrical 
equipment, issued $20,000,000 of five-year 7% notes on April i, 
1920. These notes were convertible, par for par, into preferred 
stock after April i, 1922, and were redeemable at 102 and inter- 
est at 30 days’ notice after April i, 1922, and on or before April 
I, 1923, on any interest date, and thereafter at loi and interest 
to October i, 1924. The net earnings of the company had aver- 
aged three times the interest charges on the total funded debt dur- 
ing the five years previous to 1920. On April i, 1922, there was 
no preferred stock outstanding, although a $40,000,000 issue 
bearing 7% cumulative dividends had been authorized, half of 
which was to take care of possible conversions of the notes. Be- 
tween April 1 and April 30, 1922, more than $2,500,000 of the 7% 
notes were converted into the new preferred stock. 

Long-term interest rates had been going down since 1920 and 
had declined during the first six months of 1922 to such an extent 
that in July, 1922, the company deemed it advisable to redeem its 
TJo notes in order to relieve itself of this high interest bearing 
obligation and to prepare the way for further financing. The 
question arose whether the redemption should be carried out as of 
October i, 1922, or whether it was preferable to postpone the op- 
eration until the following April, 1923. 

The outstanding preferred stock, which had been exchanged for 
notes after April i, 1923, was quoted in the market during July 
on about a 6.45% basis, or at about 108 Because of the con- 

iThe investment standing of the preferred stock of the Dorman Electric 
Company is shown by a comparison with the following yield bases on which 
six high-grade preferred stocks were selling in July, 1922: 

Yield Basis 

United States Steel 7% Preferred 58% 

American Car and Foundry 7% Preferred S.85% 

Standard Oil Company of New Jersey 7% Preferred 6.0% 

American Locomotive 7% Preferred 60% 

Atchison, Topekm and Santa Fe 5 % Preferred 4-95% 

Union Pacific 470 Preferred 5.3% 
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vertible feature the notes had been selling at about io 8 j 4 since 
April, 1922. If they were redeemed as of October i, 1922, at 
102, the redemption would be on a 634% basis. A redemption on 
April I, 1923, would be on a 5.93% basis. Since the notes were 
selling so far above the callable price and because of the fact that 
so many had been converted during the first month of the con- 
version privilege, it seemed likely that the announcement of re- 
demption of the notes might bring about a conversion of a large 
part of the issue. No alert investor would want to take 102 for 
his notes when he could convert them into preferred stock worth 
more than 108. 

On the assumption that a total of at least three-quarters of the 
original issue, or about $15,000,000, was likely to be converted, 
the redemption of the notes involved the payment of a maximum 
premium of $100,000, or of a total maximum amount, including 
principal, of $15,100^000. The result was a permanent cost to the 
company of 7% per annum on $15,000,000 of preferred stock as 
well as an extra cost of $100,000 for a 2 % premium on the notes 
redeemed. The funded debt was changed, however, in so far as 
the issue was converted, into a non-voting capital stock, and the 
company’s financial status thus was improved. A redemption in 
a period which was conducive to the conversion of a maximum 
portion of the notes was accompanied, therefore, by the greatest 
gain to the company, since there was a minimum number actu- 
ally to be redeemed and a minimum cost resulting from the pay- 
ment of the 2 % premium. 

If redemption of the notes was to take place on April i, 1923, 
there were nearly nine months remaining in which investors could 
convert their notes into preferred stock. It was possible that a 
larger number might convert their holdings if they were given this 
length of time to exercise their conversion privilege than if the 
conversion period were reduced to three months by an earlier 
redemption of the notes. Those investors who were alert in re- 
gard to their investments might be expected to take advantage of 
the convertibility of their notes as soon as possible under any 
circumstances. Conversions by others who were less watchful of 
their investments probably could be hastened by the calling of the 
notes, but more of them were likely to exercise their privilege if 
they were allowed a longer time. 

The executives, on the other hand, foresaw the possibility of • 
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lower stock prices during 1923 than during the latter part of 1922. 
If, therefore, the preferred stock of the company began gradually 
to decline, there was less encouragement to conversion, and to this 
extent the rate of conversions was likely to decrease. For this 
reason it seemed probable that a larger number of investors could 
be induced to convert their notes into preferred stock by the re- 
demption of the notes in the fall while the preferred stock was 
selling at an attractive price. The company clid not wish to post- 
pone the redemption until October i, 1923, although tire call price 
on and after this date was only loi, because it was impossible to 
forecast the movements of the stock market so far in advance, and 
because the notes were likely to hinder further financing that 
might be necessary before that time. 

The company decided, accordingly, to call the notes for redemp- 
tion on October i, 1922. The conversion privilege, by the terms 
of the indenture, extended to 10 days prior to redemption. By 
this time approximately $17,000,000, or more than So^/e of the 
notes, had been converted into preferred stock, which left $3,000,- 
000 to be redeemed by the company at 102. 

28. GOODYEAR TIRE & RUBBER COMPANY — READJUSTMENT OF 
OWNERSHIP, 1919-1923 

A. Issue of Preferred Stock, October, 1919 

The Goodyear Tire & Rubber Company 7% Cumulative Pre- 
ferred Stock. Preferred as to both assets and dividends. Re- 
deemable as a whole or in part at no and accrued dividends on 
30 days’ notice. 

An annual sinking fund of 2 % of the total amount issued pro- 

vides for retirement up to the redemption price. 

Dividends payable quarterly January, April, July, and Octo- 
ber I. Par value $100. Total authorized $100,000,000. 

Tax exempt in Ohio and exempt from normal federal income 
tax. 

Subject to approval of stockholders, we offer for subscription, 
subject to allotment, such of this stock as may not be taken up by 
present stockholders and employees, when, as and if issued and 
received by us, and subject to approval of counsel. Price $100 
and accrued dividend. 
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A letter from the president of the company appears on the following 
pages: 

Akkon, Ohio, October 20, 1919 
Messrs, Black & Black, Cleveland, Ohio 
The Third Trust & Savings Company, Cleveland, Ohio 
Messrs. P. G. Basset & Company, Chicago, 111 . 

Messrs. W. A. Smith & Company, New York City 
Gentlemen : 

In compliance with your request, I take pleasure in giving you the 
following information concerning the new issue of $40,000,000 7% 
Preferred Stock of The Goodyear Tire & Rubber Company and the 
business of the company. 

HISTORY AND BUSINESS 

The Goodyear Tire & Rubber Company was incorporated in 1898 
imder the laws of the State of Ohio. It is the largest manufacturer of 
tires in the world, producing at present approximately 20% of the total 
automobile tire business of the country. Besides automobile tires it 
manufactures motor truck tires and solid tires for carriages and cabs and 
its mechanical department, among other products, produces a complete 
line of hose, belting, pacldng and molded goods. The company has 
developed Neolin, a new material particularly adapted for soles for 
shoes, which eastern shoe manufacturers have adopted, and is producing 
over 100,000 soles and heels per day. It also manufactures Spherical 
Military Kite and Dirigible Types of balloons, balloon fabric and acces- 
sories. Goodyear products are distributed through 72 branches in the 
United States, and before the war had branches or agencies in most of 
the important business centers of the world. The company controls 
through stock ownership The Goodyear Tire & Rubber Company of 
Canada, Limited, which has 10 branches in the Dominion and ranks first 
in the production of tires. It also owns the entire Common Capital 
Stock of The Goodyear Tire & Rubber Company of California, which 
is now erecting a plant with a capacity of 7,500 tires per day. The 
company has assured itself of an independent position in regard to the 
principal raw materials used in the manufacture of tires and rubber goods 
by ownership of various companies producing rubber and cotton and 
cotton fabrics. These include The Goodyear Cotton Mills Company, 
Goodyear, Connecticut, including ownership of the town site; The 
Southwest Cotton Company, Phoenix, Arizona, including ownership in 
fee of 24,000 acres of land and 5 ginning plants of no stands; The 
Goodyear Orient Company, with ownership of 18,000 acres of land in 
Sumatra, planted to rubber also The Pacific Cotton Mills Company of 
Los Angeles, California, with a plant capacity of 33,000 spindles. 

PLANT 

The company owns 150 acres of real estate in Akron and vicinity. 
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Goodyear Tire & Rubber Company — Balance Sheet 
AS OF August 31, 1919 
Assets 


Plant as per Books: 

Real Estate and Buildings $17,097,367.56 

Machinery and Fixtures. . 16,900,466 40 

Patents, Trade-Marks, Designs, etc. . . 

Securities Owned (exclusive of U. S. Liberty 

Bonds) Book Values 

Preferred Stock Purchased and Held in 
Treasury: 

1st Pr’f’d 9,691 Shares par val. .$969,100$ 927,931.69 

2d Pr’f'd 13,181 Shares par val.. 1,318,100 1,251,737,16 
Notes Receivable of Officers and Employees 
for Capital Stock, Secured by Such Stock. 

Employees’ Subscription for Second Pre- 
ferred Stock (Balance Unpaid) . 

Inventory and Current Assets: 

Inventory . , $38,403,928.51 

Accounts and Notes Receivable (Pro- 
visions in Reserve for Doubtful Items 

$231,445.30— See Contra) 24,980,634,49 

Advance to Agents, Salesmen and Com- 
panies .. 7,827,482.46 

Cash on Deposit and on Hand. . . 4,538,937.57 

U. S. Liberty Bonds 2,668,320.00 


Advance to Goodyear Improvement Coin- 



Suspended Assets: 

(Provision in Reserve for Doubtful 


Items— See Contra) 

Prepaid Rentals, Interest, Insurance, etc 


833,997,833.96 

4,390.052.44 

2,179,668.85 
1,268,947.60 
76,226 69 


78,4i9,3O3'03 


3,921,190.63 


176,183.27 

1,021,394,24 

$125,450,801.71 


and its factories, fronting on one of the principal thoroughfares of the 
city, have a combined floor area of about 100 acres. The plant has an 
independent and adequate water supply and is connected by the Belt 
Line or direct sidings with the freight service of the Pennsylvania, New 
York Central, Erie, Baltimore & Ohio, and A. C. & Y. Railroads. In 
the manufacture and distribution of its products, the Company employs 
over 43,000 people, of which over 26,000 are employed in Akron. 

PURPOSE OF issue 

One year ago, due to the restriction of the Government and conditions 
growing out of the war, we were employing approximately 14,000 men, 
• making at the low point in our production (November) less than 11,000 
tires per day, with a volume of business approximating $8,000,000 per 
month. 

Since the close of the war, with restriction and control removed, we 
have rapidly rebuilt our organization until now we are employing 26,000 
men in Akron, making in excess of 30,000 tires per day and our business 



FINANCIAL PROBLEMS 227 

Goodyear Tire & Rubber Company — Balance Sheet 
AS OF August 31, 1919 


Capital and Liabilities 


Capital Stock (Par Value $100 per Share) 

First Pref’d (7% Cumulative); 

Authorized and Issued , $25,000,000 00 

Less Redeemed . 1,216,20000 $23,783,800.00 

Second Pref’d (8% Cumulative): 

Authorized $25,000,000 

Issued . $14,442,700.00 

Reserved for Issue to Em- 
ployees on Partial Pay- 
ment Subscriptions. 382,500.00 14,825,200.00 

Common: 

Authorized $50,000,000 Issued. . . 20,731,100.00 $59,340,100.00 

Current Liabilities; 

Notes Payable . . .$21,100,800.00 

Purchase Accounts Payable . . . . 3,644,322.82 

Balance Unpaid for U. S. Liberty Loan 

Bonds ... . 1,120,000.00 

Sundry Other Accounts Payable 2,877,828.4a 

Accrued Dividends: 

ist Preferred . 277,477.67 

and Preferred . 96,284.66 

Income and Excess Profits Tax Balance 

Unpaid 2,745,804.53 31,862,518.10 

Reserves : 

For Doubtful Accounts (Current— See 
Contra) $ 231,445.30 


For Doubtful Accounts (Suspended 

Assets— See Contra) 176,183.27 

For Insurance on Branch Stocks 9ii33S-8a 

For Industrial Compensation 20,276.64 

For Depreciation on Plant 6,661,379.87 7,180,62090 

Surplus 27,067,562.71 


$125,450,801.71 

Subject to a Contingent Liability for Endorsement of Notes Receivable 
Discounted amounting to $549,153.41. 


for this month will approximate $20,000,000 in volume. Notwithstand- 
ing this large increase in volume, we have not been able to produce in 
excess of 70% of our sales requirements. 

In order to provide for the assured growth of the business, the com- 
pany has decided to retire its two present Preferred Stock issues and to 
authorize a new issue of 7% Preferred Stock (subject to approval by 
the stockholders at a meeting called for November 17, 1919) . This issue 
will be limited to a total amount of $100,000,000, of which $40,000,000 
will be used, so far as necessary, to retire by exchange or redemption the 
two Preferred issues now outstanding.^ 

These were an issue of First Preferred (7% Cumulative) first offered in April, 
1916, at IDS, additional blocks having been sold from time to time; and an issue 
of Second Preferred (8% Cumulative) offered at par in February, igi8. The 
First Preferred was redeemable at will by the company at 112; the latter at 105. 
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DESCRIPTION OF ISSUE 

The new issue of Preferred Stock will be protected by the following 
restrictions and covenants; 

Preferred as to assets and dividends over the Common Stock. Divi- 
dends at the rate of 77 c, payable quarterly on the first of January, 
April, July, and October. Redeemable in whole or in part at iio and 
accrued dividend on 30 days’ notice. 

No mortgage or lien shall be placed on the real estate, plants, or 
equipment of the company, nor shall any bonds, notes, debentures or 
other similar evidences of indebtedness maturing later than three years 
from the date of issue be created or guaranteed, nor shall additional 
Preferred Stock having parity with or preference over this Preferred 
Stock be authorized or issued in e-veess of the authorized issue of Sioo,- 
000,000 without the consent of 75% in amount of the Preferred Stock 
outstanding. 

The company shall maintain at all times net tangible assets of not 
less than 200% and net current assets of not less than 110% of the 
par value of the Preferred Stock outstanding. 

During the 12 months ending November i, 1921, and during each 12 
months thereafter, the company will redeem 2j<% of the largest amount 
of Preferred Stock at any time issued, whether or not outstanding, either 
through purchase in open market up to no and dividend or by call at 
that price. 

No additional shares of the authorized Preferred Stock shall be issued 
unless and until net current assets are equivalent to at least 110% and 
total net tangible assets to at least 200% of the par value of the Pre- 
ferred Stock outstanding, plus that about to be issued. 

In case of and during default in any of the covenants of the Preferred 
Stock no dividends shall be paid on the Common Stock of the company, 
and in case of and during default in dividends or redemption of Pre- 
ferred Stock the proposed Preferred Stock as a class shall have voting 
power equal to the Common Stock as a class. 

SALES AND EARNINGS 

Since its incorporation in 1898 the company’s business has shown 
steady growth. In 1908 the sales were $2,189,000. P'or 1919 they will 
approximate $165,000,000. In 1908 the net earnings were $120,925. 
In 1918 net earnings, subject to federal taxes, were in excess of $15,- 
000,000 and an estimate based on ii months’ operation indicates net 
earnings for the fiscal year ending October 31, 1919, in excess of 
$20,000,000, or more than seven times the dividend requirements of 
the new Preferred Stock. 

The great growth of the company’s business has been financed out of 
earnings and sales of stock. In the last 12 years the company has earned 
net income of $73,476,879.69 and has paid out in cash dividends $20,- 
540,178.52 so that over $52,000,000 has been reinvested in the business 
out of earnings. 
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Comparative Statement of Sales, Net Earnings, and 
Preferred Stock Dividends 


1908 $ 2,189,749.49 $ 120,925.26 $ 10,308.00 

I9°9 4,277,067.06 651,687.49 17,619.92 

1910 ■ ■ 9.560,144-92 1,406,104.69 43.033-84 

1911 13,262,265.63 1,291,62466 70,000.00 

1912 25,232,207.03 3,001,294.71 139,604.65 

1913 32.998,827.25 2,041,268.08 350,000.00 

1914 31,056,129.31 3.391,16516 431,666.67 

1915 36,490,651.64 5,137,082.69 469,583-33 

1916 63,950,39952 7,003,33009 764,23928 

1917 111,450,643.74 ''14,044,306.10 1,499,039.67 

1918.. 131,247,38245 115,388,19074 1,693,328.01 

1919 165,000,000.001 *20,000,000.001 3,778,530.74 



The growth and stability of our business is perhaps best shown by 
the comparative statement of the sales, net earnings, and Preferred 
Stock dividends as shown by the table on this page. 


BALANCE SHEET 

The condensed balance sheet shown on pages 226 and 227 is taken 
from our books and sets forth the financial condition of the company 
as of August 31, 1919. 

It will be noted that the company has no bonds outstanding.^ 

Upon completion of the present financing the Total Net Assets of the 
company will be in excess of $86,000,000 and the Total Net Current 
Assets of the company will be in excess of $47,000,000. 


GENERAL 

It has been the constant endeavor of The Goodyear Tire & Rubber 
Company to maintain permanent friendly relations with its empbyees 
through providing adequate wage scales, through considerate treatment 
of their relations with the management, through a constant improvement 
in working conditions and by providing adequate facilities for recreation. 

Several thousand employees are owners of either Preferred or Com- 
mon Stock in the company. 

The company has built and sold to employees, at cost, 1,200 homes 
on Goodyear Heights and contemplates building 1,000 more. 

The outlook for the company’s business has never been brighter. 
With the expanding use of the motor truck, the opening of the markets 
of the world following this war, with the broader use of rubber through 
inventions of new articles and as a substitute for other materials, steady 
expansion of this industry is assured for years to come. 

’No bonds had been outstanding since 1908 when an issue of $220,400 had been 
paid off. 
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Goodyear Tire & Rubber Company — Balance Sheet, April 30, 1920 



Plant and Property: 

Real Estate, Buildings, Machinery and Other 

Equipment $ 47,898,160.38 

Patents, Trade-Marks, Designs, etc .... i.oo 

Securities Owned 11,217,931.75 

Preferred Stock Purchased and Held in Treas- 
ury 402,268.88 

Notes Receivable of Officers and Employees for 

Capital Stock Secured by Such Stock 1,250,087 26 

Employees’ Subscriptions for Preferred Stock 

Balance Unpaid 3,830,058,67 

Inventory and Current Assets: 

Inventory $62,537,271.54 

Accounts, Notes and Acceptances Receivable 34,775,652.06 
Advances to Salesmen, Subsidiaries and Sun- 
dry Debtors 10,811,101.98 

Cash on Deposit and on Hand 3,046,621 30 

Total Inventory and Current Assets 111,170,646.88 

Advance to Goodyear Improvement Company 
and the Goodyear Heights Realty Company 2,893,36945 

Suspended Assets: 

Provision in Reserve for Doubtful Items 

(See Contra) 183,987.07 

Prepaid Rentals, Interest, Insurance, etc. . . . 1,394,228.45 

$180,240,739.79 

The year 1920 promises to be the largest in both volume of business 
and profits of any in our history. 

Yours very truly, 

President. 

B. New Offering, Preferred and Common 
Stocks, June, 1920 

$20,000,000 Par Value Cumulative Preferred Stock — Par 
Value $100. 

$10,000,000 Par Value Common Stock — Par Value $100. 
Offered in block of three shares (two shares preferred and 
one share common) for $300. 

CAPITALIZATION 

Reflecting capitalization of a portion of the surplus by recent 
declaration of stock dividend of iso^fc, but without giving effect 
to present financing. 

Issue Authorized Outstanding 

7% Cumulative Preferred Stock $100,000,000 $46,844,100 

Common Stock 100,000,000 51)890,000 
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Goodyear Tire & Rubber Company — Balance Sheet, April 30, 1920 


Capitai. and Liabilities 

Capital Stock (Par Value $100.00 per Share) : 

1st Preferred (7% Cumulative): 

Authorized $100,000,000.00 

Issued 46,844,100.00 

Reserved for Issue to Em- 
ployees ory Partial Pay- 
ment Subscription 5,285,100.00 $52,129,200.00 

Common: 

Authorized $100,000,000.00 

Issued 20,758,400.00 


Total Capital Stock 

Current LiabUities: 

Notes Payable $32,023,798.00 

Purchase Accounts and Acceptances Payable 18,866,981.75 

Sundry Other Accounts Payable 4485,764.66 

Accrued Preferred Dividends due July i, 

1920 273.751.92 

Total Current Liabilities 

Reserves: 

For Doubtful Accounts (Current, see Con- 
tra) $ 183,987.07 

For Doubtful Accounts (Suspended Assets) 231,445.30 

For Industrial Compensation 62,051.59 

For Pensions 99,181.27 

For Insurance on Branch Stocks 139,335.82 

For Depreciation of Plant and Equipment . . 8,137,060.71 

Total Reserves 

Surplus as of April 30, 1920 

(Subject to Federal Taxes) 


$ 72,887,600.00 


55,650,296.33 


8,853,061.76 

42,849,781,70 

$180,240,739.7^ 


Tax exempt in Ohio and exempt from normal federal tax. 

The usual letter from the president of the company (dated 
June 5, 1920) accompanying this offer of stock indicated that the 
purpose of the financing was to provide additional working capi- 
tal for carrying the increased inventory of finished goods and raw 
material, which had been made necessary by transportation diffi- 
culties and other current business conditions. The letter showed 
that total sales for the year ended October 31, 1919 (estimated 
at $165,000,000 early in October when the original offering of 
preferred had been made) had been $168,914,982.83 while net 
earnings (before deduction of federal taxes) had been $23,227,- 
245.29. Total sales for the year ended October 31, 1920, were 
estimated at $225,000,000 and net earnings at $30,000,000, (be- 
fore tax reduction). The letter closed with the statement: “The 
year 1920 will be the largest in both volume of business and profits 
of any in our history.” The balance sheet on pages 230 and 231 
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sets forth the financial condition of the company as of April 30, 
1920. As shown by the balance sheet the total net assets were in 
excess of $115,000,000 and total net current assets were in excess 
of $55,000,000. 

C. The Company in Distress, 1920-1921 

Late in October, 1920, the market letter published by an in- 
vestment banking house which had participated in the sale of the 
foregoing issues intimated that the extraordinary conditions pre- 
vailing, especially in the rubber industry, might interfere tem- 
porarily with the payment of the dividend on the common stock of 
the Goodyear Tire and Rubber Company; and the Commercial 
and Financial Chronicle, on November 6, 1920, contained an an- 
nouncement by a group of banking houses that arrangements had 
been concluded, subject to execution of formal papers, under which 
the company would receive (either by renewal of maturing loans, 
or by the extension of new bank credits) a total credit of $28,800,- 
000, payable February 15, 1921. It was also announced that 
careful study was being made to determine what permanent fi- 
nancing, if any, might be necessary for the company, though it 
was not expected that an announcement in this connection would 
be made for some time.^ Two weeks later the Chronicle noted 
that the company had passed the dividend on the common stock 
because of existing financial and business conditions and in order 
to conserve its cash resources.” The preferred dividend scheduled 
for January i, 1921, was also passed.^ 

The official reorganization plan of February i, 1921, showed 
the company’s financial position as given on the opposite page. 

1 Commercial and Fimncial Chronicle, vol. iii, p. 1,856. 

^Ibid., p. 2,047. 

circular to Uic preferred stockholders, dated December 31, 1920, said 
in substance: 

“The disappointment of the preferred stockholders in not receiving the quar- 
terly dividend, due January 1, 1921, is no greater than that of your board in 
not being able to pay the same on that date. 

“The plans for the refinancing of our company, which we expected to have 
fully completed at the time of the first adjournment of the siMcial meeting of 
the stockholders, are not yet fully consummated. Until these plana have been 
completed and the present impairment of the company’s capital as shown by 
the audit made as of October 31, 1920, and which was presented to the special 
meeting on December 24, 1920, has been restored, the company would have no 
legal tight to pay this dividend even though it had at present funds to do so, 

“Our creditors, both bank and merchandise, have thus far treated us with 
the greatest consideration in the matter of extending the time of payment of 
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I Present Debt (exclusive of interest): 

Bank Debt: 

(а) Secured Loan Pursuant to Agreement of No- 

vember 3. 1920, with the Waddill Catch- 
ing’s Committee $18,823,000 

(б) Other Obligations, for Most Part Secured or 

Partially Secured by Rubber to Be Used 

in Company’s Current Operations 13,954,000 

(c) Unsecured Notes and Commercial Paper... 12,202,500 


Other Secured Notes Payable '467,830 

Bills Receivable Discounted by the Company 1,970,000 
Merchandise Debt: 

Trade Acceptances $4,028,981 

Notes Payable 238,033 

Accounts Payable 8,038,090 12,305,104 

Back Taxes .TTrTTTTTT. 4,387,026 

Preferred Stock Subscription of Employees — 

to Be Refunded 318,701 

Other Miscellaneous Indebtedness 4i3iS73 


Other (contingent) Obligations (estimated) 3,120,556 $ 65,969,290 

3 Present Commitments for Future Deliveries of Mer- 
chandise on Which Specifications and Prices Have 
Been Fixed (Company’s figures). 

(а) Rubber $ 7,200,740 

(б) Cotton 5,664,000 

(c) Fabric 41,879,763 

(d) Other Materials 215,000 54,939, S03 

3. Depreciation on Such Commitments Not Written Off 18,247,000 

4. Approximate Present Capitalization, as Reported by 

Company: 

7% Preferred Stock $65,000,000 

Common Stock 6 t, 000, 000 $126,000,000 

Treating the capital stock as a liability at its par value, the estimated (piofit 
and loss) deficit on December 31, 1920, exclusive of loss upon commitments for 
merchandise not yet delivered, was approximately $24,400,000; adding to this 
the depreciation item $18,247,000, as estimated above, gave a total of $42,647,000. 


The plan of readjustment provided that the existing deficit be 
written off and that 25% of the company’s liabilities upon mer- 
chandise commitments, on which specifications and prices had 
been fixed, be funded by changing the existing common stock into 
an equal number of shares of common stock, either without par 

their claims against the company, and, of course, it goes without saying, the 
company’s first duty is to make satisfactory arrangements with its creditors 
before any dividends are paid to the stockholders. 

“These dividends, you understand, are cumulative and when payments are 
resumed, all dividends in arrears on preferred stock will have to be paid before 
any dividend is paid to the common stockholders. 

“Your directors are taking steps to readjust the company’s operations and 
expenses so as to conform to present business conditions. Every reasonable 
economy will be exercised in the conduct of its affairs. We hope to announce 
in the very near future the completion of the plans now under way for the 
company’s financing.” 
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value or with an appropriate lower par value, and by an issue of 
prior preference stock.' 

D. Reorganization Financing, 1921-1923 
1 . $30,000,000 First Mortgage Bonds (April, 1921) 

First Mortgage 20-Year %% Sinking Fund Gold Bonds. Dated 
May I, 1921. Due May i, 1941. 

Total authorized, $30,000,000. Interest payable May i and 
November i. Coupon bonds of $1,000, $500, and $100, inter- 
changeable, with provision for registration of principal. Prin- 
cipal and interest payable in New York and Cleveland. Redeem- 
able as a whole, or, in part for the sinking fund, on any interest 
date at 120 and interest. The company agrees to refund the 
present Pennsylvania 4-mill tax to holders resident in Pennsyl- 
vania who have paid such tax. 

Application will be made in due course to list on the New York 
Stock Exchange. The Union Trust Company, Cleveland, Ohio, 
Trustee. 

The mortgage will provide for the retirement of the entire issue 
at 120 and interest, by drawing by lot $750,000 bonds on each 
interest date, beginning November i, 1921. Price: 99 and ac- 
crued interest. 

The balance sheet of the company as of February 28, 1921, 
adjusted to show the effects of the financing, prepared by Messrs. 
Price, Waterhouse & Company, is shown on pages 236 and 237. 

As of October 31, 1920, inventories had been written down to 
market values by deduction from net income for the year of $9,- 
970,000. Subsequently a further sum of $8,850,000 was written 
off, and provision made, amounting to $24,000,000, for possible 
loss on raw materials under contract but not received, so that 
crude rubber on hand and to be received was carried at 20 cents 
per pound, and fabric at current market values. 

Provision for control of the management of the company dur- 
ing the life of the bonds was made through vesting the right to 
elect a majority of the board of directors in Messrs. Clarence 
Dillon, of Dillon, Read & Company; John Sherwin, chairman 
of the board of The Union Trust Company, Cleveland, and Owen 

1 Commercial and Financial Chronicle, vol. iia, p, 656. The details of the 
proposed reorganization are given on page 6S7. 
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D. Young, vice-president of the General Electric Company, or 
their successors, either through management stock or a voting 
trust. 


II. $27,500,000 Sinking Fund Bonds (November, 1921) 

Ten-Year 8% Sinking Fund Gold Debenture Bonds. Dated 
May I, 1921, due May i, 1931. 

Total authorized $30,000,000. Interest payable February i 
and August i. Coupon bonds of $1,000, $500, and $100; register- 
able as to principal. Principal and interest payable in New York 
at the office or agency of the company. Redeemable as a whole, 
or in part for the sinking fund, at any time after May i, 1922, 
on 30 days’ notice at no and interest. The company agrees to 
refimd the present Pennsylvania 4-mill tax to holders resident 
in Pennsylvania who have paid such tax. 

Application will be made in due course to list on the New York 
Stock Exchange. Central Union Trust Company of New York, 
Trustee. 

The Trust Indenture provides for the retirement of the entire 
issue either through operation of a cumulative sinking fund to 
purchase up to no and interest or to call at that price, or by pay- 
ment at maturity at no and interest. Price: 99 and accrued 
interest. 

Concerning the outlook the president of the company said: 

“The company has, within the past year, accomplished more in 
the improvement of the quality and longevity of its tires than 
during the preceding two years. Its present product is far su- 
perior to the best tires heretofore manufactured by the company, 
and the recognition of this fact by the consumer will undoubtedly 
lead to a marked increase in the proportion of the total tire busi- 
ness which will be done by the company. The company now has 
approximately 33,000 automobile tire service stations against 
17,000 at the beginning of the 1920 season. 

“With net tangible assets of approximately $137,000,000, with 
net quick assets of over $60,000,000, the company is in an excep- 
tionally strong position, and looks forward with full confidence to 
a future of steadily expanding and profitable business.” 
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Goodyear Tire & Rubber Company — Balance Sheet 
AS OF February 28, 1921 
Asslts 


Property Accounts: 

Land, Building, Machin- 
ery, Equipment, etc., at 

Akron $58,306,088.21 

Less— Depreciation 11,329,01804 $47,066,170.17 

Purchase and Development of Rubber 


Plantation in Sumatra 5,489,828.37 

Equipment, Fixtures, and Furniture at 
Branches and Automobiles (at depreciated 

valuations) 1,606,051.74 

Investments in and Advances to Subsidiary 
Companies: 

Interest in Net Capital Assets $18,154,702 63 

Interest in Net Current Assets 13, $20,20940 


Current Assets: 

Inventories: 

Riiw Materials and Sup- 
plies $35430,776.47 

Les.s— Reserve 14,150,000.00 $21,280,776.47 


Work in Process 1,298,88847 

Finished Products 10,622,250.36 

.$42,201,915.30 

Customers’ Notes, Trade Acceptances and 

Accounts Receivable (less reserve) 10,332,995.93 

Cash 11,176,005,11 

Other Assets: 


Including Special Account and A. C. & Y. 
R. R. Co and Other Securities held 

therein, Good-Will, Patents, etc 

Discount on Bonds and Debentures and 
Other Deferred Charges to Operations. . 


$ 54,252,050.28 


31,675,012.03 


72,711,006.34 


12,500,000.00 

6,090,447.23 

$177,228,515.88 


III. $14,505,800 Prior Preference Stock (February, 1923) 
Redeemable as a whole or in part at 110 and accrued dividends 
on 60 days’ notice. Dividends payable quarterly January, April, 
July, and October i. Par value of shares v$ioo. Total authorized 
$40,000,000; issued $33,098,000; purchased by company for re- 
tirement $13,098,000; under contract to the company for pur- 
chase and retirement on or before February i, 1924, $5,000,000. 
Stock free from all present Ohio taxes except inheritance tax. 
Dividends free from the present United States normal income tax. 
A cumulative annual sinking fund provides for purchase at or 
below no and accrued dividends, or if not so obtainable, for call 
at that price. The $5,000,000 stock (voting trust certificates) 
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Goodyear Tire & Rubber Company — Balance Sheet 

AS OF February 28, 1921 

Liabhities 

First Mortgage (Closed) zo-Year 8% Sink- 
ing Fund Gold Bonds $ 30,000,000.00 

Ten- Year 8% Debenture Bonds $30,000,000.00 

Less — in Treasury 2,300,000.00 27,500,000.00 


9,S7i,io8'38 

4,972,717-5° 


8,750,000.00 


$40,000,000.00 


'■30,342,000.00 


65,082,600.00 
10 , 000.00 

1,000,000 00 q6,434,6oo.oo 

$177,228,515.88 

*To the extent that this amount may be increased by further acceptances of stock 
under the plan, net tangible assets will be increased. 

under purchase contract will be redeemed for the sinking fund, 
which should redeem the entire amount now outstanding within 13 
years. 

Application will be made in due course to list voting trust cer- 
tificates on the New York Stock Exchange. Price: $98 per share 
(flat). 

E. The Result of the Readjustment 


I. Capitalization and Interest Requirements 

Issue Outstanding 

First Mortgage 20-Year 8% Sinking Fund Gold Bonds. .$27,750,000 

Ten- Year 8% Sinking Fund Gold Debenture Bonds 27,500,000 

8% Cumulative Prior Preference Stock (par value $100) . 20,000,000 

6% Cumulative Management Stock 10,000 

7% Cumulative Preferred Stock (par value $100) 65,079,600 

Common Stock (no par value) Declared Value 1,000,000 


Current Liabilities (Mainly payable only as 
materials for which incurred are required 

by company) 

Reserve for Contingencies and Possible Fed- 
eral Taxes 

Reserve for Additional Possible Loss on Rub- 
ber and Fabric under Commitments but 
Not Delivered, in Excess of Amount of 
$15,250,000.00 Provided for by Issue of 

Prior Preference Stock 

Capital Stock; 

Prior Preference Stock 8%: 

Authorized 

To be presently issued exclusive of 
stock issued as collateral only or re- 
served for creditors and contractors 

not yet assenting to plan, etc 

Preferred: 

Issued $65,532,600.00 

Less — in Treasury 450,000 00 

Management Stock 

Common Stock (no par value) 
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2 . Sinking Fund Requirements 

(a) First Mortgage Bonds 

The mortgage provides a sinking fund to retire $750,000 first mort- 
gage bonds each six months, beginning November i, 192 1, by draw- 
ing by lot at 1 20 and interest, thus retiring the entire issue by ma- 
turity at a premium of 20%. 

(b) Debenture Bonds 

The company covenants to pay to the trustee as a sinking fund, 
on or before March 15, of each year, out of the net earnings for the 
preceding calendar year remaining after providing for all fixed 
charges accrued for the calendar year and after paying dividends ac- 
crued on the prior preference stock to the end of said year, either: 
(a) $1,500,000 cash; or {b) 2$% of such remaining net earnings; 
whichever is greater. 

The obligation to pay the minimum sinlting fund of $1,500,000 is 
cumulative out of future earnings. The moneys thus paid to the 
trustee shall be applied, on or before the May 15 following such pay- 
ments, to the purchase of the debenture bonds up to but not exceeding 
110% and interest, or, thereafter, to the redemption of debenture 
bonds at 110% and interest at the earliest date permitted. All de- 
benture bonds purchased or redeemed by the sirdiing fund shall be 
canceled. 

The company covenants that, if payments to the sinking fund as 
above described shall not have effected, before maturity, the retire- 
ment of all the debenture bonds, not otherwise retired, the debenture 
bonds will be paid at maturity at iio% and interest. 

29. RAND PUBLIC UTILITIES COMPANY — ^USE OF REDEMPTION 
PROVISION IN A NEW BOND ISSUE 

In June, 192 1, the Rand Public Utilities Company decided to 
issue $40,000,000 of 30-year bonds. It seemed probable 
at that time that the bonds could be sold to the public at 98, which 
represented a yield basis of 5.64%. On the assumption of a total 
flotation and legal expense of four points, the net amount to be 
received by the company from the bankers was 94% of the par 
value of the bonds, which represented a cost to the company, 
therefore, of about 5.93%. In the preparation of the indenture 
the question was raised whether or not the bonds should be made 
callable, and if so whether during the whole or only part of the life 
of the bonds, and how much the premium should be. 

The following principal types of redemption features were con- 
sidered. Bonds might be redeemable at any time during the life 
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of the issue at the option of the company, or at any time after a 
given lapse of time, for example, after 10 years from the date of 
issue. Either of these types might be callable at a fixed price or 
at figures on a sliding scale, with either small or large steps in 
price and short or long periods of time. 

The foregoing assumes redemption of the issue as a whole only. 
One variation of this was that bonds might be redeemed as a 
whole or in some large lot. An example was the issue of Chi- 
cago, Burlington & Quincy joint 6^s put out in 1921, which were 
redeemable as a whole or in lots of not less than $5,000,000. A 
second variation was that if the issue was not redeemed as a 
whole, partial redemption might be made only in connection with 
sinking fund operations. Of this type was the issue of the King- 
dom of Netherlands’ so-year 6s, redeemable after 10 years at par 
as a whole, except for the sinking fund which operated annually 
beginning March, 1933, and would retire ultimately the whole 
issue by call at par and interest. 

There were, finally, bond issues which were callable only for 
sinking fund purposes. The redemption price in such cases might 
or might not be above par. 

One of the advantages of the inclusion in the bond indenture of 
a provision for redemption was that when an issue was sold in a 
period of high interest rates a redemption feature enabled the 
company to call the bonds later when interest rates had decreased 
and to substitute for them another issue of bonds bearing a lower 
rate of interest with a consequent saving in interest payments. 

A second reason for the inclusion of a call provision in a bond 
indenture was that it enabled the company to withdraw an issue 
which had an unsatisfactory provision in the indenture. For ex- 
ample, issues occasionally were brought out in a time of general 
stress or of difficulties in the affairs of the issuing corporation. In 
such cases there were provisions such as restrictions on dividend 
payments, or burdensome conditions in regard to the mortgaging 
of the company’s property, which retarded or prevented the ex- 
pansion of the company unless the issue was removed by re- 
fundi ng operations 

^An optional redemption feature was of particular advantage to companies 
in industries characterized by wasting, non-replaceable assets. The mining in- 
dustry, for example, frequently passed through successive periods of high and 
low profits. Depletion could be provided for by a serial issue or by a sinking 
fund which required the redemption of a high percentage of the total issue an- 
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Opposed to these advantages was the fact that in periods of 
high interest rates, when a decline in interest rates in a few years 
was probable, a callable bond was not so salable as a non-callable 
bond for the obvious reason that investors who realized that they 
had an excellent opportunity to invest their money at high yields 
did not want their bonds taken from them in a few years when 
they were likely to have to reinvest their money at a lower return. 
Because of this fact, of two bonds that were equally good in other 
respects, the non-callable bond in a period of high interest rates 
invariably sold at a price more favorable for the issuing company. 
For this reason, in order to make a callable issue more attractive 
to investors, a company frequently was impelled to place the call 
figure well above par. If this was not done investors did not think 
of tlie issue in terms of a distant maturity, whatever the nominal 
maturity date might be, since they realized that the corporation 
was likely to call the bonds whenever interest rates declined ap- 
preciably. At such times it was difficult for investors to secure 
other bonds with yields comparable with that of the redeemed 
issue. A call figure might be well above the issue price either be- 
cause the former was high or the latter was low; that is, the call 
figure might be high above par, at no, 115, or even 120, or the 
issue price might be sufficiently below par to provide a similar 
difference between it and the call figure, even though the latter 
was close to par. 

A disadvantage in the inclusion of a callable feature which pro- 
vided for the compulsory redemption of bonds for the sinking 
fund was that if the property of the company was fixed and non- 
wasting, except as provided for by depreciation or by a sinking 
fund, a non-callable sinking fund was better and cheaper from 
the standpoint of the company if the retirement could be made by 
the purchase of bonds in tlie open market at or below par. In a 
period of an upward trend of interest rates this was especially ap- 
plicable to a bond bearing a low coupon rate and with a long time 
before maturity, because in that period the bond was more likely 
to sell at a discount than at a premium. A compulsory sinking 
fund under these conditions was undesirable, since it was then to 

nually. Provisions of this kind, however, were likely to be difficult of fulfil- 
ment as a result of the varying earnings. If a mining company was able to take 
advantage of its prosperous years by refunding all or part of an issue of bonds, 
the same results were accomplished with much less difficulty and inconvenience 
than if the company had to comply with the provisions of a sinking fund. 
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the advantage of the company to keep outstanding all its low in- 
terest bearing bonds in order to increase the earnings for the 
stockholders. The company, moreover, avoided or lessened the 
need of further borrowings by using in the business cash which 
had been secured originally at low cost and which otherwise would 
have been paid back to the lenders through the operation of the 
compulsory sinking fund. 

It was the policy of the Rand Public Utilities Company not to 
bond its property or increase its liabilities to any greater extent 
than necessary. This fact in itself militated against a policy of 
selling bonds at a large discount simply to take advantage of the 
preference of the public for bonds selling below par. Since this 
preference was of importance and could not be disregarded, there 
were two courses open to the company if it decided to include a 
redemption provision in the bond indenture. One was to increase 
the capital amount of the indebtedness by the sale of bonds at 
a discount and to place the call price little if any above par. It 
seemed probable that if the bonds were sold below par a smaller 
spread between sale price and redemption figure was necessary to 
make them attractive, than if the sale price was near or above par. 
The other was to issue a minimum amount of bonds and put the 
call price of the bonds at a high figure. The issue of the minimum 
amount, however, required a slightly higher coupon rate, and the 
high call price might prove costly if redemption became desirable. 

In a period of low interest rates, when the cyclical and secular 
trends were upward, the matter of a callable feature was of far 
less moment than in a period of high interest rates with prospects 
of a decline in the near future. In a period such as the former 
there was little likelihood that the issuing corporation could re- 
fund its bonds in the future with others of a still lower coupon 
rate. On the other hand, in such a period a provision for redemp- 
tion could not be expected to have any adverse effect upon the 
investor, for when the latter had bought his bonds in a period 
characterized by low interest rates and an upward trend, he was 
in no worse position if the bonds were called at some future date. 

Prior to 1914, there had been steady upward trends of both 
commodity prices and interest rates. The executives of the 
Rand Public Utilities Company were of the opinion that there 
was no reason for expecting a change in these upward trends dur- 
ing the decade following 1921. With regard to commodity prices 
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they reasoned that the most important influence which the war 
had toward a reversal of the trend was in reducing the production 
of gold. On the other hand, the war caused a large amount of 
gold to be concentrated in central banking reserves and thus in- 
creased the effective world supply of gold for monetary purposes. 
The Federal Reserve System, furthermore, worked to the same 
end. These factors seemed likely to have an influence, other 
things being equal, toward the maintenance or raising of com- 
modity prices during the next decade. 

The yield on high-grade, non-tax-exempt bonds at this time 
seemed not much higher than if the pre-war trend of yields on 
this class of bonds had continued. This was so, in spite of the 
fact that since 1913 a substantial income tax had been levied on 
incomes from bonds. The executives were convinced that, for 
whatever reason, the influence of the income tax was not as great 
as might have been expected, and that, therefore, the pre-war 
upward trend would not be reversed even in the event of a future 
lowering of income tax rates. A further basis for this belief 
was the assumption that industry would continue not merely 
to call for large absolute amounts of capital, but to use capital 
in increasing proportions relative to the use of labor, in the form 
of labor-saving devices to overcome such factors as shorter hours 
of labor or diminishing returns in the extractive industries. 

Although the current long-term interest rates were declining, 
the company expected an upward trend to commence in about 
a year and did not believe that the bonds would be refunded on a 
favorable basis at a date much in advance of their maturity. It 
was decided, therefore, to take advantage of the popular liking for 
non-callable bonds and the consequent salability of such bonds 
on favorable terms. A provision for calling the bonds during 
the last few years of their life, however, was desirable, so that if a 
few years before maturity interest rates appeared to be rising the 
bonds could be refunded and a new issue could be sold with less 
cost to the company than at the date of maturity. 

For these reasons the company decided to include in the inden- 
ture a provision that the bonds could be redeemed at par during 
the last five years of their life at the option of the company. In 
this way the date of possible redemption was placed far enough 
in the future to secure practically the advantages of a long-term, 
non-callable bond, and at the same time the company was assured 
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of being able to refund the issue at the most favorable rate of in- 
terest existing during the last five years prior to the maturity of 
the bonds. 

30. WILSON PUBLIC UTILITIES COMPANY— TIME OP REFUNDING 

HIGH INTEREST BEARING BOND ISSUE TO TAKE ADVANTAGE OF 
DECLINE IN INTEREST RATES 

As of October i, 1920, the Wilson Public Utilities Company sold 
to bankers at 90)4 a $14,000,000 issue of 2S-year 7% bonds, re- 
deemable at 107^ and interest, on any interest date on 60 days’ 
notice. These bonds were offered to the public at 95 and inter- 
est. A sinking fund provided for payment on April i, 1921, and 
semiannually thereafter, of $115,000 for the acquisition of bonds 
at not exceeding 107J4 and interest. Bonds so acquired con- 
tinued to bear interest, which was added to the fund. 

The bond market improved during 1921 and 1922 to such an ex- 
tent that the Wilson Public Utilities Company desired to call its 
7% bonds and to substitute 5 % bonds for them, providing the 
refunding operations could be made on terms profitable to the 
company. In June, 1922, computations were made regarding 
the basis upon which the refunding operation probably could be 
performed. As a result of these computations, it was recom- 
mended that the new series of 5% bonds be issued at some time 
in July or August, 1922. If the new bonds were sold during this 
period, sufficient time was provided to give notice of call before 
August I for redemption of the outstanding 7% bonds on Octo- 
ber I. The next callable date was April i, 1923, and the recom- 
mendation stated that it was not likely that a new issue could be 
sold so advantageously at the latter date as during the summer 
of 1922, since rising interest rates were forecast for the fall and 
winter of that year. 

The recommendation was not followed, however, and the com- 
pany decided to postpone the refunding of the issue. Several 
issues of from $20,000,000 to $40,000,000 each had been sold 
during the early part of the summer by other public utilities, and 
the executives were of the opinion that the market might not be 
able to absorb so many bonds of this kind in so short a period. 
They decided, therefore, to wait for a more favorable time in the 
future before issuing the proposed bonds. 
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In September, 1922, other computations were made regarding 
the basis on which new bonds probably could be sold in the fall 
of 1922 or during the winter of 1922-1923. Table 15, below, 
indicates the computed cost of the new issue to the company, 
the present worth of the net saving, and the principal amount of 
the refunding issue, based upon sale prices assumed to yield be- 
tween 5.10% and 5.25%, and upon a total flotation expense of 
points. These yields corresponded to sale prices from 98.6 
to 96.7, which netted the company from 95.1 to 93.2, respectively. 
The calculations of savings were based on the assumption of a 23- 
year life for the new bonds, because this period corresponded to 
the unexpired life of the outstanding issue and it was not feasible 
to make any assumptions regarding the cost of the new money over 
the remainder of the life of the new bonds, subsequent to the 23 
years which the outstanding issue still had to run before its ma- 
turity. The present worth of the net savings was computed by de- 
ducting the present worth of the principal loss from the present 
worth of the semiannual interest saving. 

Table is — ^Wilson Public Utilities Company — 23-YEAR s% Bonds 
TO Retire $13,666,000 First and Refunding 7% 

Bonds Estimated as Outstanding on 
September i, 1922 ^ 


CO 

plibhc" 

(2) 

Pnee to 
Public 

(3) 

Net to 
Company 

( 4 ) 
Basl,a 
of (3) 

(si* 

Present Worth of 
Net Savins 
Based on ( 3 ) 

(d) 

Principal Amount of 
Refunding Issue 
Necessary 

5-1% 

5-15 

5-188 

5.2 

5-225 

5-25 

98.6 

98 

97 H 
97M 

97 

96.68 

943^ 

94 

93.18 

5-88% 

546 

5-48 

5-5 

5-.53 

151,885,000 

1.789.000 

1.709.000 

1.682.000 

1.629.000 

1.576.000 

$15,448,000 

I5.5461OOO 

15.629.000 

151657.000 

15.712.000 

15.766.000 


"Calculated by tlio method illibtMted in the tl■^l. 


The sale of a 5% refunding issue of a 2S-year maturity, non- 
callable eitlier for sinking fund purposes or otherwise for 22 
years, but callable as a whole only on any interest date at par and 
interest during the last three years of the life of the bonds, was 

'Since the market price was well above io7j4 and was likely to remain so 
for a year or more in the absence of an announcement of redemption, it was 
estimated that approximately this same amount would be outstanding on April 
I, 1523, if this date was selected for the redemption, or on October i, 1923, if 
redemption was deferred until then. 
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recommended. The executives were of the opinion that a bond 
issue of this t3^e could be sold to the public during September, 
1922, on as. 15% basis, or at 98 9^) of par, and, if all underwriting 
and legal expenses could be covered by a spread of 3^4 points, 
would net the company 94 J 4 % . Under these circumstances, the 
sale of $15,546,000 of these bonds was necessary to raise the 
funds required to redeem $13,666,000 old bonds at 107 The 
following calculations show in detail the savings which could be 
effected by a refunding of the outstanding 7% bonds on this 
basis. 

Savings through the Refunding Operation: In spite of the in- 
crease of $1,880,000 in the funded debt of the company, there was 
a saving well in excess of this sum in the reduction in interest 
charges over the 23 years which the old bonds were to run. In- 
terest on $13,666,000 old 7^ bonds amounted to $956,620 annu- 
ally; interest at 5^ on $15,546,000 new bonds amounted to 
$777,300, a difference in favor of the new bonds of $179,320. 
Over a period of 23 years this amounted to a total of $4,124,360, 
a sum $2,244,360 in excess of the increase in capital liabilities. 
In other words, even if the $1,880,000 increase in funded debt 
were amortized each six months by the straight-line method, the 
net addition to earnings after such amortization was nearly $98,- 
000 a yea», or $49,000 each six months. 

These figures, furthermore, were based on the assumption that 
the existing 7% issue, if left undisturbed, was to be paid off 
finally at par, whereas the sinking fund provisions compelled the 
purchase of bonds at any figure up to and including 107J4. Since 
the average cost of the bonds purchased during the next 23 years 
was likely to be not less than 105, and probably nearer 107 than 
105, bearing another extraordinary rise in interest rates, it was 
possible to add to the above figure of net savings an amount of 
5% of $13,666,000, or $683,300, which brought the total saving 
to $2,927,660. Table 16, on page 246, summarizes these factors. 

The present worth of the actual saving of $2,927,660, exclusive 
of the $683,300 saving on premiums, figured on a 5.42% basis, as 
shown in Table 15, was about $1,789,000. (Present worth of 
principal loss of $1,880,000 deducted from present value of a 
semiannuity of $89,660, the difference between the semiannual 
interest on the 7% and 5% bonds, for 23 years.) 
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Table 16 — Factors in the Refunding of High Interest Bonds op 
Wilson Public Utilities Company 
Debits Credits 


Par value of new bonds 

that must be sold $15,546,000 

Interest on new bonds... 17,877,900 
Net G a i n, actual, disre- 
R a r d i n g times when 
gains were to be real- 
ized 2,927,660 


Par value of old bonds to 

be redeemed $13,666,000 

Interest on old bonds (in- 
cluding bonds kept alive 

in sinking fund) 22,002,260 

5% of par value of old 
bonds, probable mini- 
mum average premium 
that would be paid by 

sinking fund 683,300 

$3bi3SiiS6o 


The increase in capital liabilities of $1,880,000 was accounted 
for as follows; 


premium on $13,666,000 old bonds $1,024,950 

Discount and expense on $15,546,000 of new bonds 855,030 

$1,879,980 


In the foregoing calculations of actual net savings and of the 
the present worths, no account was taken of the fact that on Oc- 
tober I, 1922, about $1,260,000 of the discount and expense of 
the old issue would remain unamortized and would have to be 
written off the surplus account at once. The reason for neglecting 
this item was that the actual loss, in the sense of the difference 
between liabilities incurred and assets received, had occurred as 
of October i, 1920. Writing off this item, as well as the amount 
required to pay the 7 % premium on the called bonds, involved a 
total immediate reduction in the company’s surplus of about 
$2,285,000, which left approximately $5,600,000 of corporate sur- 
plus as of October i, 1922. 

It was necessary to make further computations to compare the 
possible results of a sale of the new issue before October i, 1922, 
and of a sale during the winter of 1922-23 to provide funds for 
the redemption of the outstanding 7 % bonds on April i , 1 9 2 3 . To 
redeem the 7% bonds at 107J4 required $14,691,000. On the 
basis of a sale at 98, after allowance for proceeds 3)4 points less 
than the price to the public, the total amount of the new issue was 
$15,546,000. If these bonds were sold in the near future, the 
proceeds to be payable on October i, 1922, the $14,691,000 re- 
ceived from the bankers would be on deposit for six months at 2% 




FINANCIAL PROBLEMS 


247 


per annum, and earn in this time $146,910 interest. In the same 
six months bond interest amounting to $388,650 on the new 5 % 
bonds would be paid or accrued. The result, therefore, was a net 
interest outgo for the six months of $241,740. The net interest 
loss involved in selling so far in advance of redemption was about 
one-sixth, or $40,000, less than this, since even if the bonds were 
not sold until the winter of 1922-23, proceeds on these probably 
could be expected not later than March i, 1923, and the interest 
outgo for the month of March was roughly equivalent to this fig- 
ure. The actual net loss in interest, therefore, was likely to be 
approximately $200,000. 

If this net loss was treated as a capitalizable cost to the extent 
that it could be assigned a yearly interest and amortization charge, 
as if it represented an outlay for property or a discount on bonds 
sold, then by adding the figure to $15,546,000, it was possible to 
ascertain approximately the equivalent principal amount of bonds 
which could be sold during the following winter without incurring 
a loss as compared with the cost of borrowing at current rates. 

$15,546,000 -|- $200,000 = $15,746,000 

This equaled the amount of bonds needed to raise $14,091,000, if sold 
to the public at 96.8%. 

Twenty-five-year bonds sold to the public at 98 yielded 5.143% and 
cost the company 5.39%. 

Twenty-five-year bonds sold to the public at 96.8 yielded 5.231% 
and cost the company 5.496%. 

The difference was .088% in the basis of sale to the public and 
.1% in the cost basis to the company. As figured above, if bonds 
were sold to the public during the winter of 1922-23, the selling 
price could be no less than 96.8 in order to have the cost no greater 
than that of bonds sold at 98 during the fall of 1922. In other 
words, if bonds could be sold during the winter at a price greater 
than 96.8, it was profitable to wait until that time before bonds 
were issued; otherwise it was more profitable to float the issue in 
the fall and to hold the proceeds until the following April. 

A comparison of financing in the winter of 1922-23 and redemp- 
tion on April i, 1923, with financing during the summer of 1923 
for redemption on October i, 1923, revealed that during the six 
months there was involved a loss represented by the difference be- 
tween the payment of interest on $13,666,000 old bonds at 7% and 
the payment of interest on $15,712,000 new bonds at 5%, on the 
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assumption that if financing took place during the winter new 
bonds could be sold to the public at about 97. This difference 
amounted to $85,500 or approximately of i % of the principal 
amount of the new bond issue. If redemption and refinancing 
were postponed until the summer of 1923, therefore, the bonds 
had to be sold at that time at one-half point higher than it was 
necessary to sell them during the winter, in order to compensate 
for the difference in interest payments. 

The recommendation submitted in September, 1922, stated 
further that after September, 1922, the most favorable time for 
selling bonds during the then existing phase of the current business 
cycle was likely to be not later than midwinter or early spring of 
1923. If this supposition as to the course of interest rates was 
correct, there was an incentive to carry out the financing during 
the winter of 1922-23 rather than during the summer of 1923. 

In the first part of January, 1923, it appeared that the most 
favorable time for financing during 1923 had arrived and that for 
the remainder of tlie year the trend of bond prices was likely to be 
downward. During December there had been a distinct reaction 
upward in price, and downward in yield, of high-grade corporate 
bonds, among which the most marked improvement had been in 
public utilities. The company’s statistics showed that the average 
yield of high-grade corporate bonds at the end of December, 1922, 
was about 1/6 of 1% higher than at the low point reached in the 
latter part of the summer of 1922. The corresponding average 
net price loss on a 2 5-year bond was slightly over two points. 

For high-grade bonds, especially since the element of risk with 
varying profits of industry was reduced to a minimum, the market 
for short-time money was especially important as a governing 
factor. The nearest parallel to the existing situation since the 
creation of the Federal Reserve System was at the end of 1915, 
when business was at about the same point in relation to normal 
as in the beginning of 1923. With regard to the situation in the 
money market, two marked differences as to the prospects for the 
year 1923 were noted in addition to the fact that in 1915 there was 
no enormous volume of short-time Government paper such as 
existed in 1923. At the beginning of 1916, the Federal Reserve 
ratio was over 90%. Early in January, 1923, it was slightly over 
70%. During 1916, moreover, at least $400,000,000 in gold was 
imported, which was far in excess of the probable amount for 
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1923. Whereas during practically all of 1916, therefore, money 
rates, though tending upwards, remained below 4^ and bond 
yields at the close of the year differed little from those at the be- 
ginning of the year, the same situation could not be expected to 
hold in 1923 whatever the scale of business reaction during that 
year. 

During the first week of 1923, there occurred an exceptionally 
large volume of new financing. Although this volume, of course, 
could not be expected to continue throughout the year, it was be- 
lieved that the business recovery which seemed probable during 
the year was likely to be accompanied by a relatively large volume 
of offerings of securities to the public. The opinion was held, 
furthermore, that banks were not likely to be able to take on im- 
portant volumes of securities during 1923; if anything, they might 
be expected to sell securities. Whether their sales might be to a 
greater extent of Government securities than corporate securities 
could not be determined, but whichever policy was followed was 
not likely to change materially the effect upon the general bond 
market. Whereas the discount policy of the Federal Reserve Sys- 
tem also was difficult to predict, it was believed that in any case 
further business recovery would raise interest rates and depress 
bond prices. The conclusion was reached that as a result of these 
various factors the trend of bond prices might be expected to be 
downward throughout 1923 regardless of when the improvement 
in business conditions came. 

The company decided, therefore, to float the proposed issue of 
5% bonds at once. The issue was sold a few days before the 
middle of January, 1923, to bankers who offered the bonds to the 
public at 98J4. 

31. CHICAGO AND OMAHA RAILROAD COMPANY — COMPARISON OF 
ADVANTAGES OF ISSUING 5% AND S/4% BONDS 

The Chicago and Omaha Railroad Company was in a strong 
financial condition and its securities always were attractive to in- 
vestors. In April, 1923, the company proposed to sell an issue of 
bonds to net the company about $3,600,000. This was to provide 
for refunding an issue of $2,000,000 of 5% bonds which were 
due on November i, 1923, and for the payment for recent addi- 
tions to railroad plant and equipment. The executives of the 
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company believed that bonds could be sold on a more favorable 
basis at this time than six months later. It was necessary to de- 
termine, however, whether s% or 5 > 4 % bonds should be sold 
in order to net the greater gain to the company. 

Comparisons were made of the estimated cost to the company 
of selling s% and SJ 4 % bonds. A $4,000,000 bond issue, sold 
at 90, yielded $3,600,000, which, for 30-year 5% bonds, repre- 
sented a 5.7% basis. The total cost to the company of such an 
issue was as follows: 


Interest for 30 years at 5% $ 6,000,000 

Principal due at maturity 4,000,000 

$10,000,000 

The annual charge was as follows; 

Interest $200,000 

Amortization (1/30 of $400,000) i3)333 

$ 213,333 


In order to sell a 5)4 7 ^ bond on a 5.70% basis, net to the com- 
pany, it was necessary to obtain 97.14 from the bankers. To se- 
cure $3,600,000, bonds of the principal amount of $3,706,000 
must be sold. The total cost under this assumption was as fol- 


lows: 

Interest for 30 years at s> 4 % $6,114,900 

Principal to be paid at maturity 3,706,000 

$9,820,900 

The annual charge was as follows: 

Interest $203,830 

Amortization (1/30 of $106,000) 3,533 

$207,363 


The issue of sJ 4 % bonds, therefore, represented apparently a 
total saving over the whole period of $179,100, or an annual sav- 
ing of $5,970, 

Bonds with low coupon rates, however, tend to sell on a yield 
basis more favorable to the issuing company than bonds with 
higher coupon rates, especially in periods of declining bond in- 
terest rates. There is a prejudice among individual investors 
against paying a premium for a bond, which results from their 
impression that they have a greater speculative chance for gain 
in purchasing a bond selling well below par than they have in buy- 
ing a bond selling near or above par. For example, if a bond sells 
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at 70, with the prospect of receiving $100 for it at maturity the 
investor is attracted by what appears to him to be a $300 profit on 
every $700 invested and is influenced to purchase this bond in 
preference to another which sells on the same yield basis at a price 
nearer par. Even though the maturity date is far away, there is 
always a chance that lower interest rates in the money market will 
cause the price of the bond to rise and thus permit a capital gain 
well in advance of maturity. The investor realizes that the bond 
purchased near par will encounter the inevitable prejudice against 
premium bonds after rising above par and, therefore, will not have 
as great a rise in price as the general money market conditions 
warrant even though it is non-callable. If the bond is callable its 
increase in value will be still less, and in any case its market price 
will rise little, if any, above the call price. 

Therefore, whereas 5% bonds probably could be sold to bankers 
on a S.70% basis, it was possible that a issue could not be 
sold on a basis as favorable to the company. On the assumption 
of an offer from bankers of only 96.45 for bonds, which 

represented a 5.75 basis, bonds to the principal amount of $3,732,- 
500 were necessary in order that the company might net $3,600,- 
000. The total cost was as follows: 


Interest for 30 years at 5j4fo $6,158,625 

Principal to be paid at maturity • 3,732,500 

$9,891,125 

The annual charge was as follows: 

Interest $205,287 

Amortization (1/30 of $132,500) 4,417 

$209,704 


In this case the total saving was $108,875, and the annual sav- 
ing $3,629, through the issue of 5j4% bonds on a 5.^5% basis 
instead of bonds on a 5.70% basis. 

There was also a slight saving in the issue of 5}ifo bonds even 
if the bankers offered only 95.76, which was on a 5.809^; basis. 
In this case the issue of $3,759,400 of bonds was required and the 
total cost was as follows: 


Interest for 30 years at 5^2% $6,203,010 

Principal to be paid at maturity 3,759,400 

$9,962,410 


The following was the annual charge: 
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Interest $206,767 

Amortization (1/30 of $159,400) 5,313 

$212,080 


The total saving was $37,590, or $1,253 annually. 

Even in the last case assumed above, the principal amount of the 
funded debt was $240,000 less in the case of 5^% bonds sold to 
bankers on a 5.80 basis than in the case of 5% bonds sold to them 
on a 5.70 basis. The sale of /o bonds, therefore, improved the 
company’s financial status and also involved a smaller amount to 
be paid at maturity. 

The present worths of the respective gross gains assumed to be 
realized from an issuance of 5 ]/j^o bonds on a 5.70, 5.75, and 
5.80 basis, respectively, instead of s7e bonds on a 5.70 basis, were 
as follows: 

The present worth of a saving of $179,100 from selling 
5K>7 o bonds on a 5.70% basis $120.* 

(Present worth of a semiannuity of $1,915, the interest loss on 
Sj4% bonds, at 5.70%, for 30 years, deducted from present 
worth of $294,000, the saving in principal, at 5.70%, payable in 
30 years, assuming interest computed semiannually.) 

The present worth of a saving of $108,875 from selling 5^2% bonds 
on a 5-75% basis a loss of ^25,964 

(Present worth of a semiannuity of $2,644, the interest loss on 
bonds, at s.7s7>, for 3° years, deducted from present 
worth of $267,500, the saving in principal, at 5.7570, payable in 
30 years, assuming interest computed semiannually.) 

The present worth of a saving of $37,590 from selling Sj^% bonds 
on a 5.80 % basis a loss of ^52,209 

(Present w'orth of a semiannuity of $3,383, the interest loss on 
5 j 4 % bonds, at s.8o7>, for 30 years, deducted from present 
worth of $240,600, the saving in principal, at 5.8070, payable in 
30 years, assuming interest computed semiannually.) 

Should the Chicago and Omaha Railroad Company have issued 
57 o bonds or 5 * 47 ’ bonds? 

D. GOVERNMENT AID TO AGRICULTURE 

32. NATIONAL LEGISLATION FOR AGRICULTURAL RELIEF 

The following bill was introduced into the House of Represen- 
tatives on January 16, 1924, and referred to the Committee on 

* Theoretically this should be zero. The difference probably arises because 
some of the preceding figures are not exact to the last digit. 
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Agriculture. Numerous sections dealing with details of admin- 
istration have been omitted but all the essential provisions have 
been included. 

A BILL 

Declaring an emergency in respect of certain agricultural commodi- 
ties, to promote equality between agricultural commodities and other 
commodities, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the 
United States of America in Congress assembled, 

TITLE I. UNITED STATES AGRICULTURAL EXPORT 
COMMISSION 

Part i. Organization and Administration 

Section i. (a) There is hereby established, as an emergency mea- 
sure, a temporary commission to be known as the United States Agri- 
cultural Export Commission (hereinafter in this Act referred to as the 
“commission”) and to be composed of the following: 

(1) The Secretary of Agric^ture, who shall be the chairman of the 
commission 

(2) The Secretary of Commerce, who shall be the vice-chairman of 
the commission 

(3) The Secretary of the Treasury 

(4) The chairman of the United States Tariff Commission 

(5) The three directors of the Agricultural Export Corporation, 
created by Title II of this Act 

(6) An administrative commissioner to be appointed by the Presi- 
dent, by and with the advice and consent of the Senate * * * 

Sec. 7. For expenses in the administration of the functions vested 
in the commission by this Act there is hereby authorized to be ap- 
propriated the sum of $50,000, to be available for such expenses 
incurred prior to July i, 1925. 

Part 2. Ratio Prices 

GENERAL EMERGENCY 

Sec. 21. (d) It is hereby declared that there exists a general emer- 
gency in respect of agricultural commodities by reason of — 

(1) The continued economic depression in agriculture; 

(2) Inequalities in prices between agricultural commodities and 
other commodities, resulting in a relatively inadequate return to 
the farmer for his labor and upon his investment; 

(3) The existence of surpluses available for export in agricultural 
commodities ; 

(4) The necessity in part for the existence of such surpluses in 
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order to safeguard the domestic market against uncertainties of 
yield, and the economic impracticability of immediately preventing 
the continued production of such surpluses; 

(5) The dependence of the prices of such surplus commodities upon 
the lower prices in foreign markets due to unsettled world conditions 
and lower costs of production. 

(b) The President, upon recommendation by the commission, is 
authorized by proclamation to terminate the emergency declared by 
this section whenever the commission determines that the emergency 
conditions have ceased to exist or are no longer controlling; but in no 
event shall such emergency be held to exist later than ten years from 
the June 30 next following the date of passage of this Act. 

SPECIAL EMERGENCY 

Sec. 22. (fl) If the commission finds that (i) there is a surplus for 
export of wheat, flour, corn, raw cotton, wool, cattle, sheep, swine, 
or any food product of cattle, sheep, or swine, and that the domestic 
price thereof is determined by the world price, and (2) according to 
estimates made by it, the ratio prices, as defined in section 24, in 
respect of die commodity would be in excess of the domestic price 
thereof, the commission is authorized to notify the President in writ- 
ing of its findings. Upon such notification from the commission, the 
President is authorized by proclamation to declare that a special 
emergency exists as to such agricultural commodity. 

(i) Whenever the commission finds that the special emergency 
conditions no longer exist or are no longer controlling in respect of 
the agricultural commodity, it shall notify the President in writing 
of its findings, and die President is authorized by proclamation to 
declare that such special emergency is terminated. 

DEFINITIONS 

Sec. 23. As used in this Act — 

{a) The term “basic agricultural commodity” means any agricul- 
tural commodity produced in the United States in respect of which 
a special emergency has been declared and not terminated, and any 
class or grade of any such commodity. 

COMPUTATION OF RATIO PRICE 

Sec. 24. (a) The commission shall publish, for each month com- 

mencing after the issuance of the proclamation declaring a special 
emergency in respect of any basic agricultural commodity, a price 
therefor to be known as the “ratio price” and to be determined as 
follows: 

(i) The ratio price of such basic agricultural commodity for any 
month shall bear the same relation to the current all-commodides 
price in effect for such month as — 
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(2) The pre-war basic-commodity price thereof for the correspond- 
ing month bears to the pre-war all-commodity price in effect for such 
month. 

(b) For the purpose of determining a ratio price — 

(1) The Secretary of Labor, as soon as practicable after the pas- 
sage of this Act, shall compute twelve average prices, one in respect 
of each of the months of the year. Each sudi average price shall be 
the average of the prices of all commodities attributable to such 
month for the period 1905 to 1914, inclusive. Any such average 
price is referred to in this Act as the “pre-war or all-commodities 
price.” In computing such pre-war all-commodities prices the Secre- 
tary of Labor shall use the prices selected and the weights applied 
as the basis for computing, for all commodities for such years, the 
index numbers shown on page 9 of Bulletin Numbered 335 of the 
Bureau of Labor Statistics. 

(2) The Secretary of Agriculture and the Secretary of Labor shall, 
as soon as practicable after the issuance of a proclamation, declaring a 
special emergency in respect of a basic agricultural commodity, jointly 
prepare in respect of such commodity twelve average prices, one in 
respect of each of the months of the year. Each such average price 
shall be the average of the prices for such commodity attributable to 
such month for the period 1905 to 1914, inclusive. Any such aver- 
age price is referred to in this Act as the “pre-war basic-conunodity 
price.” 

(3) The Secretary of Labor within fifteen days after the termina- 
tion of a month shall compute and publish the average price of all 
commodities for such month. In computing such average price the 
Secretary shall use the commodities selected and the weights applied 
by the Bureau of Labor Statistics as a basis for computing for the 
year 1923 the index numbers of wholesale prices of all commodities 
for such year. Such average price is referred to in this Act as the 
“cturent all-commodities price.” 

(c) For the purposes of subdivision (ff), the current all-commodities 
price or the pre-war all-commodities price in effect for any month 
shall be the price computed for the preceding month. 

(d) Ratio prices for any month shall be publidied at noon on the 
iSth day of such month and shall remain in effect until noon of the 
iSth day of the next following month. The publication of the ratio 
prices in respect of any basic agricultimal commodity shall cease upon 
the termination, as provided in section 22, of the emergency in respect 
of such commodity. 

(e) For the purpose of any computation under this section the 
officers or agency directed to make the computation may prescribe 
such necessary regulations as are in accordance with approved sta- 
tistical methods. 
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EXPORT SURPLUS 

Sec. 25. (a) The commission shall determine the probable export 

surplus of basic agricultural commodities, considering in such de- 
termination in respect of any such commodity probable and previous 
domestic consumption, present reserves, carry over, probable and pre- 
vious exports and imports, and estimated current production. Upon 
the basis of any such determination the commission, whenever a ratio 
price is estabiished in respect of any basic agricultural commodity, shall 
recommend to the corporation (i) the estimated amount of any such 
commodity to be purchased for the purposes of this Act for the re- 
mainder of the current year, and (2) the amount to be purchased dur- 
ing each month of such year. Thereafter, recommendations for amounts 
of such commodity to be purchased (i) for each year and (2) for 
each month, shall be made prior to the beginning of such year. 

(b) Whenever, after such recommendation, the commission finds 
that the domestic price of such commodity is more than 10 per centum 
lower than the ratio price established for such commodity, it shall 
revise its recommendations in respect of the yearly and monthly 
amounts of such commodity to be purchased by the corporation, so 
as to raise such domestic price to the level of the ratio price, 

(c) Whenever the commission deems it advisable it shall direct 
the corporation to sell in the domestic market, at not less than the 
ratio price, such quantities of the commodity in its custody as the 
commission may designate. 

TITLE 11 . UNITED STATES AGRICULTURAL EXPORT 

CORPORATION 

Part i. Organization and Management 

Sec. 201. For the purpose of relieving the emergency declared in 
section 21, by conducting the business of trading in basic agricultural 
commodities, the five following individuals and their successors are 
hereby incorporated and declared to be a body corporate under the 
name of the United States Agricultural Export Corporation (referred 
to in this Act as the “corporation”) : 

(a) The Secretary of Agriculture 

(i) The Secretary of Commerce 

(c) Three individuals appointed by the President, by and with 
the advice and consent of the Senate * * * 

Part 2. Capital 

CAPITAL stock 

Sec. 221. (tt) The capital stock of the corporation shall be $200,- 
000,000, and all of such amount is hereby subscribed by the IJnited 
States. The amount of such subscription shall be subject to call (in 
amounts of $5,000,000 or multiples thereof, and after thirty days’ 
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notice of each call to the Secretary of the Treasury) by vote of four- 
fifths of the directors of the corporation. Payment of an amount so 
called shall be made by the Secretary of the Treasury, and stock in 
such amount, -without voting privileges, shall be issued by the corpo- 
ration to the United States and delivered to the Secretary of the 
Treasury. Receipts for payments of such amounts by the United 
States for such stock shall be issued by the corporation and delivered 
to the Secretary of the Treasury, and shall be evidence of the stock 
ownership of the United States. 

(b) There is hereby authorized to be appropriated the sum of 
$200,000,000, or so much thereof as may be necessary, for the pur- 
pose of purchasing stock of the corporation in accordance with the 
provisions of subdivision (a). 

ISSUANCE OF SECOEITUJS 

Sec. 222. (a) The corporation may borrow money and issue its 

notes, bonds, or other evidences of indebtedness therefor, except that 
the corporation shall not have power to issue or obligate itself in an 
amount of notes, bonds, or other evidences of indebtedness outstand- 
ing at any one time in excess of its authorized capital stock. The 
rate of interest, the maturity, and the other terms of the notes, bonds, 
or other evidences of indebtedness, and the security therefor, may 
be determined by the corporation. 

LIABILITY OF THE UNITED STATES 

Sec. 223. The United States shall assume no liability, directly or 
indirectly, for any notes, bonds, or other evidences of indebtedness 
issued by the corporation, and all such evidences of indebtedness shall 
so state on their face. 


SPECIAL POWEES 

Sec. 232. The corporation is authorized — 

(а) To acquire, construct, maintain, and dispose of or acquire the 
rights of operation of (i) storage warehouses for basic agricultural 
commodities, (2) facilities for transportation (otherwise than as a 
common carrier) in connection with the storage of such commodities, 
except that no such facility shall be acquired by purchase or construc- 
tion without the approval of the commission, and (3) facilities for 
processing such commodities. 

(б) To make contracts for the processing of basic agricultural com- 
modities held by the corporation. 

(c) To conduct the business of furnishing storage facilities for 
basic agricultural commodities. 

(d) To make advances directly to any person if the notes and bonds 
or other evidences of indebtedness representing such advances are 
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secured by warehouse receipts and/or shipping documents covering 
such conunodities and/or mortgages thereof. Such advances shall be 
subject to such conditions as the corporation may impose, except that 
no advance shall be for a period in excess of three years, and except 
that the amount of the advance sliall not exceed 75 per centum of 
the market value of the basic agricultural products covered by such 
warehouse receipts, shipping documents, or mortgages. The corpo- 
ration may, in its discretion, sell any advances made under this sec- 
tion, with or without its indorsement. 

(e) To acquire, hold, and dispose of certificates of indebtedness or 
interest of any person received as security for advances upon basic 
agricultural commodities or received in payment of the purchase 
price of such commodities sold by the corporation. 

(/) To buy and sell foreign money for the purpose of avoiding the 
risk of fluctuations in exchange. 

PURCHASES AND SALES BY THE CORPORATION 

Sec. 233. (a.) The corporation shall purchase during each month 
in the domestic market at Ae ratio price — 

(1) The amounts of any basic agricultural commodity in accord- 
ance with recommendations made by tlie commission under section 
2S; or 

( 2 ) If the commission has revised its recommendations as provided 
in such section, then the amounts so recommended, 

(d) The corporation shall sell the amounts of any such commodity 
purchased in accordance with the provisions of subdivision (a) of 
this section — 

(1) In the foreign market at such times as it deems advisable and 
at the highest prices obtainable; and 

(2) In the domestic market at not less than the ratio price if the 
commission, as provided in section 25, so directs. 

(c) After the special emergency in respect of any such conunodity 
has been terminated, the corporation, in order to wind up its opera- 
tions in respect of such commodity, may sell its surplus thereof in 
either the domestic or foreign market at the highest prices obtainable. 

Part 4. Miscellaneous Provisions 

DISPOSITION OF ASSETS 

Sec. 241. Upon the termination of the existence of the corporation 
all moneys in its treasury shall be covered into the Treasury of the 
United States as miscellaneous receipts, and all unliquidated property 
of the corporation shall be transferred to the United States in sudi 
manner as the President may by Executive order determine. 
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TITLE III. APPORTIONMENT OF EXPENSES AND 
EQUALIZATION LOSSES OF THE CORPORATION 

Part i. Equalization Fee 

PURPOSE 

Sec. 301. In order that the producers of each basic agricultural 
commodity may pay ratably their equitable share of the expenses of 
the corporation, and of the equalization losses sustained by the cor- 
poration from sales of basic agricultural commodities in foreign mar- 
kets; and in order to prevent any unjust discrimination against, any 
direct burden or undue restraint upon, and any suppression of com- 
merce in basic agricultural commodities with foreign nations in favor 
of interstate or intrastate commerce; and in order to encourage and 
stimulate the normal and usual current of such commerce, an equaliza- 
tion fee shall be apportioned and paid, as hereinafter provided, in 
respect of each sale of a basic agricultural product, by or on the 
account of the producer, during a special emergency ascertained and 
proclaimed under section 22. 

DETERMINATION OF AMOUNT OF FEE 

Sec. 302. (a) The commission shall for such operation periods, 

not in excess of one year, as it deems necessary, prepare estimates in 
respect of each agricultural commodity (unless it determines that a 
special emergency in respect of such commodity will not be ascer- 
tained and proclaimed during such year), as to (i) the probable prices 
obtainable in the foreign market for the exportable surplus deter- 
mined under section 25; (2) the probable losses of the corporation 
from its transactions in the foreign market; and (3) the expenses of 
the corporation. 

(6) Having due regard to such estimates, the commission shall 
determine, as nearly as may be, the total amount of such expenses and 
losses which will be incurred or sustained as a result of, and fairly 
and properly attributable to, the operations of the corporation in 
respect of each agricultural commodity during each operation period. 

(c) The commission shall ascertain the standard unit of weight 
or measure by which each such commodity is commonly sold or 
traded in, in the markets or exchanges of the United States, and shall 
determine the amounts to be collected in respect of each sale of such 
unit, as hereinafter provided. Such amount is hereinafter referred to 
as the “equalization fee.” 

{d) As used in this title the term “sale" includes an exchange for 
money, other property, or for money and other property, but does 
not include a transfer to an association of producers of agricultural 
products, whether or not incorporated, by a member or stockholder 
thereof, for the purpose of a sale by such association. or corporation 
for such member or stockholder. 
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PAYMENT AND COLLECTION OF THE FEE 

Sec. 303. (c) Whenever a special emergency in respect of any 

agricultural commodity has been ascertained and proclaimed, and until 
the termination of such emergency, under section 22, the equalization 
fee shall be paid and collected upon every sale of such commodity by 
or on account of the producer thereof. 

(i) It shall be the duty of every purchaser of any such com- 
modity to tender, and of every producer (or the person making 
the sale on his account) to accept, as a part of the purchase price 
an amount of scrip, prepared and offered for sale as provided in sec- 
tion 304, equal to the total equalization fee to be paid upon such sale. 
If any such purchaser fails to make such tender, it shall be the duty 
of such producer or person to demand such scrip. Such scrip shall 
be evidence of a beneficial interest in the equalization fund for the 
commodity, and the holder shall be entitled to the dividends declared 
therefrom, as provided in section 305. 

(c) Any person who fails or refuses to tender or to accept or de- 
mand scrip in violation of subdivision (b) shall be liable for the 
equalization fee and to a penalty equal to one-half the amount of such 
fee. Such fee and penalty may be recovered together in a civil suit 
brought by the corporation and shall be covered into the proper 
equalization fund of tlie corporation. 

(d) In lieu of such scrip the corporation may provide for the filing, 
under oath, of monthly returns, in such form and under such regula- 
tions as it may prescribe, by purdiasers and producers and for the 
payment of sudi equalization fees directly to the corporation. 

PREPARATION AND ISSUANCE OF SCRIP 

Sec. 304. (a) For tlie payment of the equalization fee the cor- 
poration shall prepare and issue scrip in such forms and denomina- 
tions and subject to such terms and conditions as the corporation may 
prescribe. 

(b) The Secretary of the Treasury, upon request of the corporation, 
is authorized to have such scrip prepared at the Bureau of Engraving 
and Printing, but the cost thereof shall be paid by the corporation. 

(c) The corporation shall furnish to tlie Postmaster General, with- 
out prepayment, a suitable quantity of scrip to be distributed to and 
kept on sale by the various postmasters in the United States. The 
Postmaster General may require each such postmaster to give addi- 
tional or increased bond as postmaster for ihe value of the scrip so 
furnished. The cost of such bond shall be paid by the corporation. 
Each such postmaster shall deposit the receipts from the sale of such 
scrip to the credit of the Postmaster General at such times and in 
such form as he may by regulation prescribe. The Postmaster Gen- 
eral shall transfer to the corporation such part of such receipts as 
the corporation may from time to time demand. 
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(d) Any such postmaster may redeem', and refund the amount paid 
for, any such scrip not used, out of any money received from the sale 
of scrip. 

EQUALIZATION FUND AND DIVIDENDS 

Sec. 305. (ffi) In accordance with regulations prescribed by the 
corporation there shall be established in the treasury of the corpora- 
tion for each basic agricultural commodity and for each operation 
period, an equalization fund, into which the receipts of all equaliza- 
tion fees for such operation period in respect of such commodity shall 
be deposited. 

(6) From such fund there shall be disbursed — 

(1) All operation expenses of the corporation in respect of such 
commodity attributable to such a period; and 

(2) All losses of the corporation from its transactions in respect 
of such commodity in foreign markets. 

(c) At such time as the corporation deems advisable after the ex- 
piration of such period, a dividend shall be paid ratably to each 
holder of scrip from the balances remaining in such fund. Any moneys 
in such fund after the payment of such (hvidends shall be transferred 
to the treasury of the corporation, to be used for such purposes as the 
commission may direct. 

(d) Such dividend shall be paid to the holder of such scrip upon 
presentation by him of such scrip to any postmaster within such time 
and subject to such regulations as the corporation may prescribe. 

(e) The corporation shall make available to postmasters such 
money of the corporation in their custody and in the custody of the 
Postmaster General as may be necessary to pay any such dividends. 

TITLE IV. MISCELLANEOUS PROVISIONS 

ADJUSTMENT OF HATES OF DUTIES 

Sec. 401. (a) The President is authorized to direct the United 
States Tariff Commission or the Secretary of Agriculture to malce in- 
vestigations from time to time in order to carry out the provisions of 
this section, and to determine the rate of duty upon any agricultural 
commodity, or upon any derivative of or competitive substitute for 
such commodity, necessary to maintain, or to assist in maintaining, 
the domestic price of such commodity at the level of the ratio prices 
fixed therefor. 

(h) Whenever a special emergency in respect of any agricultural 
commodity has been ascertained and proclaimed under section 22, the 
President may by proclamation, from time to time, declare the rate 
of duty so determined. On and after the thirtieth day after such 
proclamation and during the existence of such emergency, such rate 
of duty shall be levied, collected, and paid (in lieu of, and in the same 
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manner as, any rate of duty theretofore levied, collected, and paid) 
upon such commodity, derivative, or substitute imported from any 
foreign country into the United States or into any of its possessions 
(except the Philippine Islands, the Virgin Islands, and the Islands 
of Guam and Tutuila). 

(c) In making any such investigation, the Tariff Commission or 
the Secretary of Agriculture (as the case may be) shall give reasonable 
public notice of its hearings and reasonable opportunity to parties in- 
terested to be present, to produce evidence, and to be heard (includ- 
ing the right of cross-examination), may adopt reasonable procedure, 
rules, and regulations, and exercise any of the powers conferred by 
law on the Tariff Commission. 

INFORMATION FOR PRODUCERS 

Sec, 402. The commission, and after the termination of its exist- 
ence, the Secretary of Agriculture, is hereby authorized and directed 
(a) to collect and disseminate information concerning supply and de- 
mand for agricultural commodities throughout the world, including the 
conditions affecting such commodities, and (Z)) to advise producers 
(with a view to the proper adjustment of production to accord with 
probable consumption) as to acreage or quantities that it may appear 
wise to produce ” 

The following statistics furnish a background typical of other com- 
modities provided for under this bill. 


Average Wholesale Prices of Commodities ' 
1905-1922 


Year and 

ASH, CONTRACT 

MIDDLING, 

INDEX NUMBER OP THE 
MUTTON! BUREAU OF LABOR STA- 

DRESSED TI8TICS FOR ALL COM- 

MODITIES 


per Bushel 

per Pound 

Base: Estimated Value 
per Pound in igi3 = ioo 

igoj — January . . , 

$0,429 

$0,072 

$0 

082 

83 

February . . 

•444 

.078 


093 

84 

March .... 

475 

.081 


09s 

84 

April 

479 

.079 


089 

84 

May 

■5*3 

.083 


08S 

83 

June 

•547 

.090 


081 

83 

July 

•572 



087 

83 

August 

•544 

.109 


081 

85 

September . 

.529 

.108 


084 

85 

October . . . 

•531 

.104 


08S 

86 

November . 

.476 

•Its 


08S 

87 

December . , 

471 

.121 


089 

87 

1906 — January . . . 

.421 

.118 


090 

86 

February . . 

401 



092 

86 

March 

41S 



089 

86 

April 

46s 

.117 


089 

86 


* Prices taken from bulletins of the Bureau of Labor Statistics on Wholesale 
Prices 
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ASH, CONTRACT 

UIDDLINO, 

UPLANZP; 

NSW YORK 

INDEX NUMBER OF THE 

DRESSED TI6TICS FOR ALL COM- 

UODITIEB 


per Sushel 

per Pound 

Base: Estimated Value 
per Pound in 1913 = *oo 

igo6 — May 

So .489 

$0,118 

$0096 

87 


.St6 

.1X1 

.098 

87 

July 

■S17 

.109 

.090 

87 

August 

497 

.103 

.088 

87 

September . 

479 

.098 

•093 

88 

October . . . 

4S8 

.109 


88 

November . 

.446 

.108 

.088 

90 

December . . 

44S 

.107 

.089 

91 

1907 — January . . . 

.412 

.109 

.086 

92 

February . . 

434 

.1X0 

.085 

93 

March 


.112 

.091 

93 

April 

468 

.XIX 

.100 

93 


•S30 

.120 

.104 

94 


•533 

.131 

.097 

94 

■July 

.541 

.13* 

.081 

94 

August — 

.S6S 

.133 

.084 

94 

September . 

.616 

.127 

.083 

95 

October . . . 

.618 

•IIS 

.083 

95 

November . 

.586 


.083 

93 

December . . 

•593 

.118 

.079 

91 

igoS— January . , . 

•594 

.117 

.089 

93 

February . . 

•578 

.1X6 

.093 

92 

March 

•636 

.no 

.109 

92 

April 

.667 

.101 

•113 

91 

May 

.746 

.110 

.103 

90 

JiiriA 

.702 

.116 

•093 

90 

July 

.746 

.113 

.081 

90 

August .... 

•78s 

.104 

.079 

90 

September . 

.796 

.093 

.066 

90 

October . . . 

■136 



90 

November . 

.638 

.094 

.068 

90 

December .. 

.591 

.093 

•073 

91 

igog— January . . . 

•591 

.096 

.079 

95 

February . . 


.099 

.082 

95 

March 

.660 

.098 

.090 

95 

April 

.691 

.105 

.096 

95 

May 

•749 

.113 

.113 

96 


•744 

•nS 


g6 

July 

.709 

.128 

.092 

96 

August 

.680 

.128 

.086 

96 

September . 

.676 

.130 

.083 

98 

October . . . 

.607 

.139 

.081 

98 

November . 

.627 

.148 

.086 

100 

December . . 

.641 

.153 

.096 

1 01 

1910— January . . , 

•650 

.149 

.099 

roo 

February . . 

•644 

.147 

.109 

March 

.62s 

.ISO 

•133 

101 

April 

•SSz 

.151 

.141 

100 

May 

•603 

.155 

;io6 

99 

June 

•S88 

.154 

99 
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Year and 

Month 

SII, CONTRACT 

S 

MUTTON ■ bur; 

DRESSED TIST 



per Bushel 

per Pound 

Base 

per Pound 

Val^ 

1910 — July 

$0620 

$0,156 

$0,093 

98 

August 

02S 

.167 

.088 


September . . 

SS3 

•139 

oSq 


October 

•495 

•145 

083 

98 

November . . 

.500 

.14S 

.070 


December . . . 

.470 

.150 

•073 

98 

1911— January 

468 

•149 

.071 


February . . . 

.468 

143 

.077 


March 

.470 

■14s 

.084 


April 

.500 

.148 

.0S5 


May 

-536 

.158 

087 

94 

June 

5$2 

■155 

.076 


July 

.636 

.141 

.082 


August 

.639 

•12s 

.074 

95 

September . . 

•673 

.114 

.074 

95 

October .... 

.721 

.096 

.070 


November . . 

•723 

.OQ4 

.058 

95 

December . . . 

693 

.094 

.068 

95 

1912 — January .... 

.672 

■09s 

.076 

98 

February . . . 

94s 


.074 

98 

March 

.680 


•093 

100 

April 

779 

•IIS 

.112 

101 

May 

.802 

•117 

•111 

102 

June 

.741 

•117 

■093 

101 

July 

•730 

•125 

.087 

101 

August 

•774 

•I 19 

.078 

101 

September . . 

742 

.117 

.076 

101 

October 

.646 


.069 

1 02 

November . . 

•553 

.124 

.069 

102 

December . . . 

48s 

.131 

.072 

102 

1913 — January 

491 

•I3I 

.090 

97 

February . . . 

•501 

.128 

.102 

99 

March 

.508 

.126 

.108 

100 

April 

•557 

.123 

•133 

101 

May 

■S7I 


•IIS 

98 

June 

.601 


.103 

99 

July 

.624 

.124 

.104 

101 

August 

.740 


.094 

1 01 

September . . 

•749 

.13s 

.097 

102 

October 

.609 

.140 

•095 

101 

November . . 

•72s 

.137 

•093 

100 

December ... 

•703 

•130 

.094 

99 

1914 — January 

.614 

.127 

,098 

99 

Februarj' . . . 

.621 

.128 

.101 


March 

•650 

•133 

.105 

99 

April 

.668 

.132 

.106 

99 

May 


■13s 

.loS 

97 

June 

.708 

•13s 

.099 

96 

July 

.710 

.131 

.095 

98 

August 

.80S 


.099 

105 
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Year and c 

Month 

ASH, CONTRACT 
GRADES 

COTTON. 

INDEX NUMBER OF THE 

mutton: bureau of labor sta- 

PHESSED TISTICS FOR ALL COM- 


per Bushel 

per Pound 

Ease: Estimated Value 
per Pound in 1913 = too 

1914 — September . 

$0,781 


.$0,097 

104 

October . . . 

•731 


.096 


November . 

.699 

$0,076 

98 

December . . 

.644 

.076 

.100 

97 

191S— January . . . 

.719 

.083 



February . . 

.756 

.085 


103 


.724 


.116 


April 

■75° 

.103 

.131 

103 

May 

.769 

.098 

.139 

los 

June 

•739 

.097 


103 

July 

.783 

.093 

.109 

los 


■787 

.094 



September . 

■730 


.094 


October . . . 

•63s 

.125 

.096 

103 

November . 

.652 

.119 

.097 


December . . 

.717 

.124 

.101 

108 

1916— January . . . 

.761 

.124 

.III 

II2 

February . . 

.763 

.117 

.118 

IIS 

March 

.742 

.119 

.130 

119 

April 

.760 

.121 

.131 

122 

May 

•744 

.129 

.142 

124 

June 

•739 

.129 

.123 

123 

July 

.808 

.130 

.131 

124 

August 

.855 

•145 

.130 

129 

September . 

.869 

.158 

.124 

132 

October . . . 

•955 

.181 

.123 

139 

November . 

•983 



146 

December .. 

.919 

.182 

•125 

146 

1917— January ... 

.982 

.176 

.137 

ISO 

February . . 

1.016 

.163 

.148 

154 

March 

1.123 

.186 

•155 


April 

1-397 

.203 

.165 

177 

May 

1.625 

.208 

.188 


June 

1.716 

.255 

.168 

191 

July 

2.044 

.261 

145 

192 

August 


.259 

•157 

198 

September . 

2.071 

.227 

.180 

196 

October . . . 

1.968 

.281 

.191 

ig6 

November . 

2.056 

.299 

.178 

197 

December .. 

1.709 

.306 

.188 

194 

1918— January . . . 

1-775 

•324 

.192 

196 

February . . 

1-750 

.319 

.189 

193 


1.725 

.339 

■195 

200 

April 

1.665 

.317 

.246 



1.62s 

•275 

•249 




.304 

.224 


July 

1. 665 

.312 


206 


1.700 

.345 


216 

September . 


■358 

.193 

October . . . 

1.385 

■32s 

.151 

211 




266 


PROBLEMS IN BUSINESS ECONOMICS 


Year and 
Month 

CASH, CONTRACT 

=?• 

DRESSED 

BUREAU OF^LAB 
MODITIES 

^ cIS: 

per Bushel 

per Bound 

per Bound 

Bose - Estiraatec 

"Value 

igrS — November 

. . $1-350 

$0,295 


-»TT 


December 

. . M4S 

•304 

.150 



igig — January . 

I 401 

.296 




February 

.. 1.295 

.263 




March . . . 

.. 1.48s 

•273 

.214 



April .... 


.290 

.229 



May 

.. 1.772 

•309 





.. 1.766 

.328 

.165 



July 


•351 

.159 



August . . 

1.938 

.320 

•ISS 



September 

.. 1.5.53 

.311 

.118 



October , 


•355 

.126 



November 

.. 1408 

.395 




December 

1.480 

•394 

.140 

230 


igso — January , 

.. 1.503 

•393 

.158 

238 


February 

. . 1.450 

.388 




March . . . 

■ • 1.579 

.414 




April 

1,706 

424 

.251 

248 


May 

.. 1.995 

•413 

.195 



June — 

. . 1 851 

•393 

.172 

243 


July 

.. 1.S49 

410 

•170 



August . . 

.. 1.541 

.360 

.139 

231 


September 

.. 1.31S 

.301 

.118 

223 


October . 

.888 

.226 

.114 



November 

. . .807 

.190 

.124 

iss 


December 

.755 

•iSS 

.loS 

166 


igai — January , 

.682 

.167 

.113 

159 


February 

.665 

.139 

.094 

144 


March — 

.649 

.118 

.116 

138 


April 

•578 

.121 

•134 

131 


May 

.616 

.129 

.136 



June 

. . .614 


.093 

123 


July 

.614 

.124 

.104 

124 


August . . 

•570 

•139 

.090 

125 


September 

•539 


.088 

126 


October . 

.470 

.197 

.093 

127 


November 

.482 

.182 

•07s 

127 


December 

,482 

.183 


126 


ip32 — January . 

484 

.179 

.120 

123 


February 

■572 

.181 

.123 

129 


March . . . 

•575 

.183 

.138 

130 


April .... 

.588 

.181 

.138 

129 


May .... 

.618 

.208 

•133 

132 


June .... 

. . .609 

.221 

.096 

133 


July 

.643 

.223 

.116 

137 


August . . 

. . .622 

.219 

■113 

133 


September 

. • .635 

.215 

.114 

134 


October . 

. . .691 

.228 


138 


November 

. . .72a 

.256 

!ii8 



December 

.734 

.aS7 

.118 

142 
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Exports and Imports of Corn and Cotton 


1913-1923 J 


Exports 

Year 

No. of Bushels 

Value 

COTTON 

Running Bales Value 

1913 

. . . 45.287.000 

? 26,313,000 

8,610,000 

$ 373,488,000 

1914 

... 15,626,000 

12,246,000 

6,320,000 

343,903,000 

191S 

. . . 48,264,000 

38,480,000 

8,359,000 

417,013,000 

1916 

• • . 53.548.000 

46,360,000 

7,030,000 

345 , 229,000 

mi 

. . . 32.168,000 

72,937,000 

4,819,000 

575 , 307,000 

1918 

• • ■ 39.899.000 

69,269,000 

4,112,000 

674,123,000 

1919 

... 11,192,000 

18,624,000 

6,557,000 

1,137,371,000 

1920 

... 17,761,000 

26,434,000 

6,139,000 

1,136409,000 

1921 

. . . 129,033,000 

92,871,000 

6,474,000 

334,242,000 

1922 

. . . 163,609,000 

113,093,000 

6,114,000 

673,250,000 

1923 

. . . 42,188,000 

36,806,000 

3 , 279,000 

807,102,000 

Imports 


CORN 

COTTON 

Year 

No. of Bushels 

Value 

Pounds 

Value 

1913 

3,003,000 

$ 3.389.000 

104,980,000 

$ 19480,000 

1914 

... 13,821,000 

9,676,000 

138,694,000 

23,074,000 

191S 

. . . 6499,000 

3,717,000 

202,783,000 

25,880,000 

1916 

. . . 2,135.000 

1,235,000 

192,386,000 

37,032,000 

mi 

. . . 1,634,000 

1,983,000 

138,615,000 

38,683,000 

1918 

1,990,000 

1,976,000 

112,684,000 

41,624,000 

1919 

. . . 11,213,000 

10,967,000 

175.358,000 

71,886,000 


. . . 7.784,000 

9,297,000 

299,994,000 

138,744,000 

1921 

. . . 164,000 

199.000 

138,948,000 

32,902,000 

1922 

. , . 113,000 

116,000 

186,181,000 

47,682,000 

1983 

. . . 203,000 

329,000 

187,365,000 

49,443,000 


Domestic Production of Corn and Cotton ^ 



1913-1922 






CORN 

COTTON 

Year 


1,000 Bushels 

Running Bales 

1913 



2446,988 

14,136,000 

1914 



2,672,804 

16,133,000 

191S 



2 , 994.793 

11,192,000 

1916 



2,566,927 

11 , 450,000 

1917 



3,063,233 

11,302,000 

1918 



2,502,663 

12,041,000 

1919 



2,811,302 

11,421,000 

1920 



3,208,384 

13,440,000 

1921 



3.068,369 

7 , 934,000 

1922 



2.890,712 

(Est.) 9,964,000 


* Monthly Summary of Foreign Commerce of the United States. 
2 Year Book of the U. S. Department of Agriculture, 1922. 
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33. STAPLE COTTON COOPERATIVE ASSOCIATION — ORGANIZATION OF 
CORPORATION TO FINANCE COTTON PRODUCTION ' 

In 1921 the Staple Cotton Cooperative Association was organ- 
ized among the cotton growers in the lowlands along the Missis- 
sippi River, known as the Delta section of the Mississippi. Its 
purpose was to market cotton cooperatively for its members, 
disposing of portions of the crop during each month of the year. 
Growers formerly sold their entire crop in the fall after ginning. 
The members agreed to sell through the association all cotton 
owned, controlled, or acquired by them. During 1922-1923, 
169,000 bales of cotton were sold, for which members received 
approximately $25,000,000. In 1923 there were more than 2,000 
members, who grew about one-third of the cotton in that section. 
From 1921-1923 the association sold 325,000 bales of cotton and 
$41,500,000 was distributed to members. 

As soon as the cotton was received, a preliminary advance of 
$85 or $100 per 500-pound bale, according to the tentative 
grading, was made to members. During the ensuing 12 months 
the cotton was sold by a sales organization maintained by the 
association. Final payment to each grower was made at the end 
of the year according to the price received from the purchasers 
of his cotton. A deduction of 3% of the sales price was made 
to provide for operating expenses, and the amount remaining 
in excess over actual expenses during the year was returned to 
the members. 

In November, 1923, a committee of the organization, appointed 
to report on the organization of a credit corporation for the pur- 
pose of financing cotton production in the Delta, submitted the 
following plan to facilitate granting credit during the growing 
season; 

The wide-spread demand for broader and more liberal agricultural 
credits during the past few years has found response in the enactment 
of considerable remedial federal legislation. Of these statutes, the Rural 
Credits Act of 1923 is by far the most ambitious, both in the means 
offered for relief and in the scope of its potential results. Wisely admin- 
istered, its provisions afford substantial ground of encouragement to 
every branch of American agriculture. Without stopping to discuss the 
act in detail, your Committee wishes to express the opinion that through 
it the cotton growers, bankers, and general busmess interests of the 

^Letters, Vol. i, p. 113. 
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Delta may find relief from a situation which promises to be quite as 
serious as any which has confronted this territory in recent years. 

We need not go into a general review of this situation. Every banker 
and business man in the Delta is familiar with it. Before we have recov- 
ered from the disaster of 1920, we find ourselves facing the results of one 
of the shortest crops in the history of staple cotton production. It is 
idle to talk about better prices as an offset to this shortage. Prices never 
have been adequate to meet such conditions, and probably never will 
be. The trade of the world cannot be called upon to shoulder this 
burden. It must be borne by those nearest to it, and therefore most 
directly and immediately affected and concerned. 

As is the case in all such crises the problem is fundamentally one of 
weathering the storm; of bridging the chasm between abnormal and 
normal conditions. So long as our natural resources remain unimpaired 
and our people retain their courage, there is no question about our ulti- 
mate recuperation. But courage cannot be sustained without hope; and 
where there is no promise, there is no hope. 

If our people cannot receive definite assurances of ways and means of 
financing their efforts through this period, the necessary effort cannot 
and will not be made. 

As your committee sees it, the question is a far more vital one than 
that of merely meeting current obligations. It is primarily one of future 
operations. Unless the future is made secure, there is no possibility of 
providing for the present. 

The cotton crop of the Delta requires substantially twenty millions 
of dollars for its financing through the growing period alone. During 
the current year between three and four millions of this sum were repre- 
sented by idle capital, contributing nothing to current production, but 
merely representing an accumulation of unliquidated obligations, “carry 
overs” from previous years. This carry over into 1924, in the nature of 
things, is likely to be augmented, rather than decreased. 

The Staple Cotton Cooperative Association’s annual analysis of Delta 
crop mortgages for 1923 shows that the volume owed to Delta banks was 
a little more than 13^ millions ($13,698,630). Banks outside the Delta 
held $1,324,619 of the total. Individuals held crop mortgages to the 
amount of $3,924,827, Cotton factors had $947,956. This aggi'egates 
nearly 20 millions: $19,896,033. It would seem Qiat a crop approxi- 
mating even $40,000,000 in value, and the Delta crop always exceeds 
this figure, would be ample to liquidate these obligations. But experi- 
ence is definitely to the contrary. The enormous volume of the annual 
drain for interest on public and private debts, fire and life insurance 
premiums, automobile purchases and maintenance, taxes and the thou- 
sand and one other demands, serves to exhaust our production earnings, 
without creating reserves, or even meeting current crop obligations. 

The total capital and surplus of Delta banks, as of June 30, 1923, 
was only $7,327,222. The burden put upon the resources of our banks, 
in the matter of financing the cotton crop, is far too great, when we 
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consider all the other legitimate commercial demands for which they 
have to provide. Our survey of the situation suggests that in many 
instances, at least, this burden will be too great to be carried without 
assistance. In short, we are brought directly to a realization of the 
immediate existence of just such a condition as the Rural Credits Act of 
1923 was intended to relieve. 

This act provides for the organization of a Credit Corporation which 
may finance a growing crop. The paid in capital of such a corporation 
should be not less than $100,000 to begin with. It may do a business 
not to exceed 10 times its capital stock. The corporation should be a 
non-profit concern, and should be operated at a minimum expense. To 
secure advances for crop purposes a member would have to subscribe 
to the capital stock m an amount equal to 10% of the sum to be 
borrowed. The security taken would be such capital stock, in addition 
to a first mortgage on the crop to be grown and on the live stock and 
equipment of the borrower. The amount to be loaned should be based 
upon so% of the average value of the three immediately preceding 
crops, not to exceed 75% of the value of the smallest of &e three. 
There would have to be careful field service in the way of inspection, 
and so forth. The funds loaned would be advanced in monthly in- 
stalments, through seven or eight months. Right to discontinue suci 
advances for cause at any time would have to be reserved, as well as 
the right to enter upon the property of the borrower for the purpose of 
carrying the crop to completion. The borrower would have to be or 
become a member of the Staple Cotton Cooperative Association. 

The agencies provided by the Rural Credits Act of 1923 for pro- 
viding funds for such credit corporations are the Federal Intermediate 
Credit Banks located at the headquarters of the previously existing 
Federal Farm Land Banks, and under the same management. The 
Intermediate Credit Banks act as banks of discount for the credit cor- 
porations and operate through the Federal Farm Loan Board, at Wash- 
ington. This board furnishes the Intermediate Credit Banks with funds 
through the sale of debentures against the paper approved by them, 
which paper is received from the Credit Corporations. This system of 
financing at once suggests the necessity for the exercise of the utmost 
degree of caution, conservatism and good management. 

The Credit Corporation would charge its borrowers a rate of interest 
not to exceed more than that charged by the Intermediate Credit 
Bank. This would probably mean not more than 7% per annum to 
the grower, and only for the time the money was made available. 

It should be strongly emphasized that this Credit Corporation would 
discharge none of the ordinary functions of commercial banks. It 
would receive no deposits. On the contrary, it would enable its bor- 
rowers to make monthly deposits with their local banks. The sole 
purpose would be to supplement, as far as might be possible under the 
net^saiy limitations of the system, the resources of local banking insti- 

tntinna ° 
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This committee has carefully considered the matter of raising the 
necessapr capital stock for sudi a Credit Corporation for the Delta. 
The chief purpose is to bring outside capital into the Delta. But it is 
also desirable to provide this capital stock without sending our own 
funds away from home. VJe have evolved a plan which we believe 
will accomplish both these objects. This is to permit the use by mem- 
bers of their interest in the Advance Fund of the Staple Cotton Co- 
operative Association in the purchase of capital stock in the Credit Cor- 
poration. Cash could be loaned by the Association to members on 
their notes, secured by their Advance Fund Certificates.^ There could 
be no possible question of security involved, and such loans would to 
this extent assist the Association in earning 6 % interest which it is 
required to pay annually on these certificates. 

Your committee is of the opinion that the proposed Credit Corpora- 
tion should have a board of directors sufficiently large to give the entire 
Delta thorough representation. In order to secure the tax exemption 
necessary to economical admmistration, the corporation would have to 
be operated on a non-profit basis, by members and directors who are 
bona fide growers of cotton. Members and directors need not necessarily 
be borrowers. If they can qualify as growers, they may subscribe to 
only a nominal amount of stock, instead of the 10% required of bor- 
rows. 

‘A deduction of 2% of gross proceeds from the sale of cotton was made and 
credited to an advance fund which served as a reserve. Since this fund could not 
be debited while other obligations of the association were outstanding it served as 
a capital stock fund. A certificate of deposit which bore interest was given 
each member for the amount which had been deducted from receipts from the 
sale of his cotton and deposited in the fund. These certificates were not negotiable 
but could be assigned. 
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OPERATING PROBLEMS 

A. PURCHASING AND INVENTORY POLICIES IN 
PROSPERITY AND DEPRESSION 

I. HAPGOOD MANUFACTURING COMPANY — EFFECT OF DECREASE 
IN DEMAND ON OPERATING POLICIES^ 

The Hapgood Manufacturing Company produces bleached 
sulphite pulp and writing paper. The mills are located in north- 
ern Wisconsin in three groups: one at Andrews, one at Billings, 
and one at Smithstown. Andrews, a town of 30,000 inhabitants, 
has a variety of manufacturing establishments. The population 
of Smithstown is 20,000, and it has three other industries besides 
paper manufacturing. Billings is a newly settled town of about 

2.000 inhabitants in which the Hapgood Manufacturing Company 
is the only manufacturing enterprise. The Billings plant, which 
is located in the woods near the source of supply of raw material, 
consists of a sulphite pulp mill and a paper mill with auxiliary 
departments. At Smithstown is a sulphite pulp mill and a paper 
mill. The Andrews plant includes a sulphite mill, paper mill, 
rag pulp mill, box factory, and other departments. 

The combined production of the three pulp plants amounts to 

70.000 tons annually, of which about 31,500 tons are consumed 
by the company’s paper mills; the balance of the pulp is sold in 
the open market. The combined output of the paper mills is 
approximately 44,000 tons per year. The plants of the company 
cover a ground area of 20 acres and a floor space slightly in ex- 
cess of 34 acres. The company has a contract for power for 
the Andrews group with the Andrews Electric Light and Power 
Company, which on June i, 1920, had 10 years to run. The tim- 
berlands owned in fee consist of approximately 200,000 acres, 
and the company controls through stock ownership of other 
companies about 192,000 acres of timber lands. In addition, the 
comp any has stumpage contracts covering a large additional 

’^Letters, vol. i, p. 219; vol. 2, p. 44. 
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acreage. The timberlands for the most part are accessible to 
the mills of the company by river or rail. Early in 1920, the 
company contracted to buy a large supply of pulp wood, so as 
to reserve its own supply for later use. 

In 1916, the company began to install a modified form of the 
Taylor System in its production department in order to system- 
atize the execution of work. The system was in successful oper- 
ation by 1919. As a result production was greatly increased and, 
in spite of a large overhead expense, the total manufacturing cost 
was reduced. By means of this system the company is able to 
plan the work completely before a single move is made. A route 
sheet giving the names and order of all the operations which are 
to be performed is first made out, together with clearly written 
instruction cards for each operation. The best method for per- 
forming each operation has already been determined by the 
company and is included on each instruction card. A requisition 
on the stores department, stating the kind and quality of the 
materials to be used and where they are to be moved, also is 
made out for each operation. Thus, the order and assignment of 
all work or routing, as it is called, is conducted by a central 
planning or routing department. In this way the control of all 
operations in the production departments, the progress and the 
order of the work are brought back to a central point. 

Modern methods of accounting have been installed which show 
the manufacturing expense account for the year by 13 periods 
of 4 weeks each, instead of 12 monthly periods. At the expiration 
of each of these periods a profit and loss statement and a balance 
sheet showing assets and liabilities are drawn up. A cost depart- 
ment is also maintained from which detailed comparative figures 
for each period are obtained. 

The Hapgood Manufacturing Company has a highly organized 
labor department that has been in successful operation for 10 
years. Considerable welfare work has been carried on, a pension 
system installed, and an active and efficient safety committee 
organized. There has never been a strike in either plant, and 
many of the workers have been in the employ of the company for 
IS years or more. The company is particularly proud of the fact 
that it has always given steady employment. It has an agree- 
ment with its workers to pay them a half-base wage if they are 
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laid off because of curtailment of operations, the company, how- 
ever, reserving the right, on 30 days’ notice, to cancel this 
agreement. 

On January i, 1921, the Hapgood Manufacturing Company 
had no funded debt. The authorized capital stock consisted of 
$1,500,000 common, $5,750,000 7% cumulative first preferred, 
and $1,750,000 second preferred; par common, $5; par first 
and second preferred, $100. The provisions under which the 
first preferred stock was issued are as follows; 

“First preferred stock is subject to redemption as a whole or 
in part for the sinking fund by lot at no and accrued dividend 
on four weeks’ notice. It has preference as to earnings with 
respect both to dividends and to sinking fund, and as to assets 
in liquidation, over second preferred and common. In case of 
voluntary liquidation it is entitled to receive $110 a share and 
accrued dividends, and par and accrued dividends in case of 
involuntary liquidation, in preference over second preferred and 
common. No bonds or notes having more than one year to run 
shall be issued or guaranteed, and no mortgage, lien, or other 
encumbrance shall be placed on property without consent of 75% 
in interest of both classes of preferred stock, voting separately. 
Second preferred has preference as to assets as well as dividends 
over common, in case of voluntary or involuntary dissolution, 
being entitled to be paid $100 per share after liquidation of first 
preferred and before payment to common. No dividends shall 
be declared or paid on second preferred or common if “net 
quick” is less than one and one-half times outstanding preferred 
stock or net assets below $250 for each share of first preferred 
then outstanding. No additional first preferred stock can be 
issued except at or above par for cash and then only when net 
earnings for each two of two preceding fiscal years have been at 
least twice annual dividend requirements of outstanding pre- 
ferred stock, including proposed new issue; this restriction as to 
net earnings may be suspended with consent of two-thirds of 
first preferred stock. The company must expend each year to 
purchase first preferred stock (if purchasable at not exceeding 
$110 per share) at least 10% of its net earnings remaining after 
payment of 7% cumulative first preferred dividend. If more 
than 10% be expended in any one year, the excess may be applied 
to reduce the amount which must be expended during any subse- 
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quent year. Upon default for any one year in maintaining net 
assets equal to first preferred or in case of default of any quar- 
terly dividend on first preferred that issue shall be entitled to 
vote until such default is remedied. Except in this event first 
preferred has no voting power.” 

First preferred •dividend payable quarterly, February, May, 
August, and November i; second preferred quarterly, January, 
April, July, and October i. On common, initial quarterly divi- 
dend of so cents a share was paid January i, 1920; April i, 1920, 
SO cents and 50 cents extra; July i, 1920, 50 cents and 50 cents 
extra. 

The items of the balance sheet on January i, 1921, follow: 

Hapgood Manufacturing Company — Balance Sheet as op 
January i, 1921 

ASSETS 


Cash $ 550,717-34 

Investments — Bonds 123,265.67 

Investments — Subsidiary and Allied Companies. . . . 435,209.72 

Accounts Receivable 2,560,433.85 

Timberlands 1,344,401.55 

Inventories — Merchandise and Supplies 5,863,850.11 

Advances — Pulp Wood 2,772,825.06 

Plant 13,124,774.65 

Miscellaneous 25,968.20 

Prepaid Expenses 273,627.27 

$27,075,073-42 


LIABILITIES 


Accounts Payable 

Notes Payable 

Reserve for Depreciation of Plants. 
Capital Stock: 

First Preferred 

Less Stock in Treasury 

Second Preferred 

Common 

Surplus 


-? 557,283.23 

. 2,183,718.00 

. 3,248,637.66 


.$5,750,000.00 

. 265,600.00 5,474,400.00 

1,750,000.00 

1,267,300.00 

12,593,734-53 

$27,075,073.42 


The bond and ledger paper that this company manufactures 
is sold entirely to jobbers and retailers as medium-price paper. 
About 60% of the mills' output is sold under jobbers’ water- 
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marks. Altogether, several hundred watermarks are placed on 
the paper that this company manufactures. During the war, 
the company cooperated with the Conservation Division of the 
War Industries Board in reducing the number of varieties and 
styles of its product and as a result by January i, 1921, 75% of 
the paper sold under its own watermarks had been standardized. 
Direct sales have never been made to retailers and large con- 
sumers. The company advertises its own watermarks nationally, 
and the cost of this national adyertising calls for a large annual 
appropriation. A selling office is maintained at the Andrews 
plant, but the main sales headquarters are at Chicago with a 
branch in New York City. The company has on its pay-roll a 
general sales manager and nine salesmen. 

For the first six months of 1920 the company experienced the 
largest business in its history. On June i of that year orders 
were booked for full capacity of both plants for the next six 
months and the selling organization was forced continually to 
refuse orders. At this time prices of raw materials and finished 
product were higher than they ever had been in the history of 
the paper industry. There was considerable general talk about 
a shortage in raw materials and grave concern over the future 
supply of pulp wood. Because of this, in May, 1920, the com- 
pany contracted for enough pulp wood to last through June of 
1921, at the rate of production that existed at its pulp mills for 
the first six months of 1920. 

About October, 1920, the company started to receive cancela- 
tions, and sales for spring delivery declined 50%. By January 
r, 1921, the demand for fine and medium-grade papers had prac- 
tically ceased. At this time the company still had unfilled a few 
small orders from customers. It had in stock a normal supply 
of finished paper of all lines, while for one or two lines it had on 
hand a small surplus stock. There was no demand for bleached 
sulphite pulp, and the company was making no shipments against 
contracts. The pulp mills were being operated only on part time, 
that being sufficient to produce the pulp required by its own 
paper mills. 

Because of the condition that existed the president of the Hap- 
good Manufacturing Company on January 5, 1921, asked to 
have estimated costs drawn up and plans outlined for two possible 
courses of action — (0) complete shut-down of all plants; (b) the 



OPERATING PROBLEMS 277 

pulp mills operating at a capacity sufficient to fill the pulp re- 
quirements of the paper mills. 

The production of a surplus stock of pulp was not considered 
advisable because of the bulky nature of the finished product. 
From the start the executives believed it to be better to use all 
existing space for. the storage of paper, which occupies far less 
room per unit of weight. When careful estimates had been com- 
piled based on normal operations for a four-week period, it was 
found that with a complete shut-down of the plants an expense 
of practically $352,000 would have to be met. With no produc- 
tion to cover this expense it would be necessary to absorb it from 
the profits realized during the subsequent revival of operations. 

A comparison between the cost of operating the plants at a 
normal rate of production with the cost of closing down entirely 
is set forth in Table 17, below. The table provides for the 
normal operation of the paper mills, with the pulp mills at 
Andrews and Smithstown operating approximately 50^^ of ca- 
pacity and a 40% pulp production at Billings, (four-week period) . 

Table 17 — Cost of Shut-Down Compaeed with Cost 
OF Normal Operation of Plants 


Cost of Additional Costs Per Cent 

Mill Shut-down Required to Operate Increase 

Andrews Paper $118,578 f 47,124 40 

Andrews Pulp 79,692 11,070 14 

Billings Paper 20,904 12,684 61 

Billings Pulp 33, 681 6,855 20 

Smithstown Paper 59,289 23,562 40 

Smithstown Pulp 39,849 5,535 u 

Total of all mills $35i,993 $106,830 30 


After examining the figures an executive made the following 
statement: “Expenditures made during a shut-down are lost alto- 
gether. The figures drawn up by our cost department show 
moreover that to operate at normal capacity, producing surplus 
stock, would mean the expenditure of only 30^ additional funds. 

“Our present inventories of raw materials and supplies on hand 
are more than sufficient to operate the plants at normal capacity 
for several months and .in the case of many raw materials, much 
longer. So far as raw materials are concerned, therefore, no new 
or additional funds would be required, as the money has already 
been invested and to operate the plants would merely mean trans- 
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ferring inventory from the raw materials and supply accounts 
to the finished stock accounts. The interest on additional funds 
and a possible additional insurance cost, our accountant tells 
us, would be somewhat higher than normal, but the only sub- 
stantial additional charge resulting from operating at a normal 
rate rather than ceasing operations would be the increased stor- 
age charges. Furthermore, there would be a heavy expense in 
starting the mills up again, when business warrants, due to 
probably heavy initial repairs, gathering crews, and building up 
the organization, as well as loss on second quality pulp and paper 
produced in starting under these conditions. Without a doubt, 
the pulp would run dirty at the outset and be of generally poor 
quality until the operation had been continued for some little 
time and the regulation of the process again secured. This 
would mean the production of second-quality pulp, which would 
have to be sold at a discount from the regular market price for 
first-grade normal pulp. I believe troubles of a similar nature 
would be experienced in the paper mill, and the first runs of 
paper would doubtless have to be jobbed at a considerable 
sacrifice.” 

After carefully reviewing the cost figures submitted, the execu- 
tives decided that it would be more desirable to continue operat- 
ing and producing surplus stocks than it would be to shut 
down. Their reasons, financial and otherwise, briefly were as 
follows: First, steady employment and full wages would be given 
to many people who would otherwise be laid off on half-basd 
wages or about 35% of their normal earnings. It was estimated 
that in the first four-week period this half-base wage payment 
would amount to approximately $78,000. Second, the executives 
believed that when the business revival came, which they be- 
lieved was due within a year, there would be a subsequent peak 
demand for paper because of depleted stocks. By operating 
continuously the Hapgood Manufacturing Company would be in 
a position to render its customers better service than ever be- 
fore, not only on their own water-marks and plain paper, but 
on the company’s water-marks as well. It would be in a position 
to give immediate delivery from stock on its own water-marks 
and on plain paper, and because the machines would be free of 
the company’s marks, it could more quickly produce customers’ 
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marks. The executives believed that by producing surplus stock, 
instead of shutting down, they would stock up for the next peak 
demand, and the result in the end would be a larger volume of 
business than would otherwise be the case. 

Another advantage in operating the plants considered by the 
executives was the effect on the “net quick” of the company. 
With the mills in operation, even with no sales, most of the 
money expended would be tied up in inventories, and the “net 
quick” would not suffer appreciably. With the mills shut down 
and no production, the “shut-down cost” would reduce the cash 
by approximately $352,000, which would cause a reduction in 
“net quick.” It was estimated that operating the mills for one 
four-week period, without orders, even if the finished paper was 
sold at 20% less than the average gross selling prices for the 
period ending December, 1920, would result in a small final net 
profit as compared with a loss of approximately $352,000 if the 
plants were shut down flat. It was thought that the stock would 
probably not have to be stored a year before it was sold and that 
the selling price might not suffer the 20^0 reduction. 

On April i, 1921, the executives of the Hapgood Manufactur- 
ing Company again faced a situation which called for careful 
consideration and prompt decision. Sales for the first three 
months of 1921 had amounted to only 25^0 of sales for the same 
period in 1920. All attempts to increase the sales had not re- 
sulted in any considerable amounts of business, and it did not 
appear possible to keep the mills in operation. Since January i, 
the company had been building up a surplus stock of its regular 
standardized papers, until in April it reached the maximum 
decided upon, amounting in the aggregate to 259G of the total 
output of the plants for the year 1920. 

The company had attempted to secure “make and hold” or 
consignment orders to be billed later at prices prevailing at the 
time of shipment whenever within the year 1921 that might be. 
The result of this attempt had been disappointing and only one 
small consignment order had been received. The company had 
also tried reducing considerably the prices both on paper and on 
pulp, but no particular revival of demand had resulted. The 
sales department had attempted to secure business by price guar- 
antees against decline but the plan had met with comparatively 
little success. 



28 o problems in business economics 

Analyze the policies of the company in 1919, 1920, and in 
January, 1921, and determine what policies the executives should 
have established on April i, 1921. Indicate how the results of 
these policies would affect the policies to be adopted in the 
summer of 1922 ; and state briefly what policies should have gov- 
erned the company’s business in 1923-24. 

2. WAUICEGAN-LYMAN MANUFACTURING COMPANY — OPERATION 

AT NIGHT DURING A PERIOD OF HIGH CONSTRUCTION COSTS 

In 1919, the Waukegan-Lyman Manufacturing Company oper- 
ated 52,000 ring spindles and 18,000 mules. On the former were 
spun 30’s, 40’s, and 50’s cotton yarn, which subsequently was 
woven into ginghams.^ Coarser yarn was spun on the mules. For 
a long period this had been sold to a toweling manufacturer, who 
could not use the more tightly spun yarn from ring spindles. 

Since the mules were old and uneconomical to operate, and 
occupied excessive space in the plant, the directors decided to 
dispose of them and to install 14,000 new ring spindles and 500 
looms. By rearrangement of the plant, the new ring spindles and 
234 looms could be accommodated in the existing buildings. Bids 
were received for the construction of an addition to the plant 
required for the remaining 266 looms, but the quotations were so 
high that the directors deemed it inadvisable to install all the 
equipment originally specified. The number of spindles neces- 
sary per loom varied according to the size of the yarn spun. 
Thirty spindles usually were sufficient to supply one loom, al- 
though fewer were adequate for coarser- yarn. One spindle could 
produce from one-half to one pound of yarn per 48-hour week. 
After the installation in 1919 was completed, the Waukegan- 
Lyman Manufacturing Company had 66,000 ring spindles and 
1,934 looms. Hence, since the output of 8,000 spindles had to 
be disposed of elsewhere, the company decided to sell it on the 
open market. 

During 1920, 1921, and 1922, yarns and ginghams were manu- 
factured with varying degrees of success. Because of the fluc- 
tuations in the industry, the mill was shut down for several 
n^hs, and for another period it was operated part time. Until 

^ number one cotton yam weighed one pound and contained 840 

yards. Thirties yam was of such size that 30x840 yards weighed one pound. 
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the spring of 1923 the excess yarn was sold at a slight profit. At 
that time, however, the overproduction in the United States had 
depressed prices to such an extent that, if computations were 
based on current quotations for cotton, the company was unable 
to realize its manufacturing costs. Manufacturers who had pro- 
duced yarn only were realizing that the market for cotton yarn 
was oversold and were installing looms to weave their product 
into cloth. In April, the Waukegan-Lyman Manufacturing 
Company had been offered 90 cents per pound for its excess 
yarn; whereas, if cotton was valued at its current market price, 
the manufactured yarn cost 94 cents per pound. The treasurer 
asserted that, although the company owned cotton which was 
purchased below the current market price, there was no reason 
to lose, by selling below cost, the increase in inventory values 
already gained. Two methods were considered by which to 
secure a profit on the additional output; the completion of the 
original construction program and the operation of a portion of 
the looms at night. 

An investigation of construction costs revealed a level s% 
below that of 1919; machinery prices were io% lower than four 
years previous. Operation at night was feasible for the 234 
new looms, which were run by individual motors. Power was 
furnished by the company’s generating plant; connections also 
had been made with the lines of a neighboring industrial electrical 
company. Wages for night work were 10% above the normal 
day rate; it was possible to secure a few men who were willing 
to work under those conditions. Additional expense for super- 
vision of workers was necessary, but the selling agent was con- 
vinced that the plant’s entire potential output of ginghams could 
be sold at a profit. 

Since the time was deemed unfavorable for the installation of 
the additional equipment originally planned, it was decided, in 
spite of the extra manufacturing expense, to employ night work- 
men and to operate as many of the 234 looms as possible, in 
order to reduce the surplus 6,000 pounds of yarn per week, which 
otherwise must be disposed of on the open market at a price far 
below current manufacturing costs. This decision was made be- 
cause of the more favorable market for ginghams than for the 
surplus cotton yam of the company. 
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3. THE STAREETT MILL — MANUFACTURING FOR STOCK DURING 
SLACK SEASON 

Since the summer months usually were slack periods for orders, 
the Starrett Mill ordinarily attempted to have its production of 
grey goods^ sold for three months ahead by June i of each year. 
In 1922, however, the mill had orders for only 12,000 cuts of 
cloth (60 yards to the cut), or four weeks’ production, which 
were to be delivered at various times during the next three 
months. The management was forced to decide whether it 
should manufacture for stock, whether it should reduce opera- 
tions, or whether it should shut down the mill at the end of the 
month until orders came in. 

The company was informed by its brokers ^ that the market for 
its cloth was inactive and that there had been practically no 
inquiries for three or four weeks. An agent in New York who 
keeps in touch with the market conditions confirmed the broker’s 
view. Cotton prices had advanced during the spring and there 
were strong possibilities that further advances would be recorded 
durin g the fall.® The Starrett Mill, however, with many other 

’The Starrett Mill had a reputation for quality throughout the trade, especially 
in pongee cloths, which, were widely used for such purposes as shirting and coat 
linings. Although lawns, poplins, and other specialties were also manufactured, 
approximately gofo of the output in the first part of igzj was of this specialty, 
a 34" 7SX100, 7 yards to the pound, grey doth. (These specifications refer to a 
34 cloth, composed of threads 72 to the inch of warp which runs the length of 
the doth, and loo threads to the inch of filler which runs across the doth Various 
doths differ in these spedfications. For instance, a particular staple print doth is 
specified as 28" 64x64, 7 yards per pound.) On account of its reputation the cloth 
of the Starrett Mill ordinarily commanded a premium of one-quarter to one-half 
cent over standard cloth of the same specifications. In May, IQ22, when the market 
for pongees of the same spedfications was 1354 cents, the Starrett Mill had taken 
its orders at 16 cents. 

Many other miEs were producing grey cloth of the same specifications, but 
brokers and converters were familiar with the fact that the Starred doth, when 
finished, would have a better luster and finish than the majority of other doths. 
Each mill differed slightly in the quality of the cotton used, or in the way it 
processed its yarn, so that although doths of different mills appeared to be identic^ 
m fte grey, when they were made according to the same specifications, the finished 
material vaned slightly. Converters and cutters-up frequently specified mills from 
which their brokers were to buy doth for them, because they could not otherwise 
be sure of the condition in which it would return from the finishers. This was 
especially true when the converter sold his goods under a trade name, because a 
change in quality would destroy the confidence and good-will that had been built 
up ID the past. 

2 The entire production was sold through brokers who collected % of 1% to 
1% commission for their services. 

3 The total supply of cotton in all hands In the United States at the end of 
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mills had not been able to advance cloth prices accordingly, be- 
cause of the weak conditions of the market.^ Besides raw mate- 

April was 5,490,000 bales, compared with 9,269,000 on the same date of the preced- 
ing year. Exports of cotton for August i, 1921, to May 19, 1922, had been 
materially larger than the year before. Consumption of all cotton in the United 
States from August i, 1921, to April 30, 1922, had been 4,449,823 bales, as com- 
pared with 3,579.889 bales the preceding year. Crop reports during the spring were 
unfavorable. Weather conditions were not only bad, but the reports of damage 
from boll-weevil also were increasing. The New York spot prices for April, May, 
and the early part of June were as follows: 


PRICES OF MIDDLING UPLAND COTTON 
(New York Cotton Exchange) 


New York New York New York New York 

Date Spots Dote Spots Date Spots Date Spots 



{Monthly Statistical Suney, published by the Merchants’ National Bank oi Boston.) 


The prices of pongees (34-inch, 7 yards per pound) eastern spot, according to 
the Daily News Record, were as follows: 

1932 Price 1933 Price 

April I 16 


8 ISJ4-16 

10 iSJ^-id 

11 ISJ4-I6 

13 isH-16 

13 iSH-16 

14 lS^-16 

15 isH-16 

17 iS%-i6 

18 IS54-I6 

19 IS?4 

30 ISH 

31 

33 IS?4-l6 

34 IS54 

35 is?4 

26 is? 4 -isJ 4 

37 isH-isVi 

28 l6 -isVa 

29 16 -1554 
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rials, overhead and wages also gave no hope for reduced costs, 
which would permit lower prices of cloth to stimulate the market 
demand. 

In a similar situation late in 1921 the mill had closed down 
only after it had run 30 days without any 'orders.^ Conditions 
at that time differed from those of 1922 in several ways. The 
demoralization of the cloth market had been more marked; cot- 
ton had fallen rapidly where now it was advancing; labor had 
been somewhat higher with prospects of reductions perhaps more 
favorable than at this time; and there had been large stocks of 
cloth in the hands of mills and retailers. 

The mill superintendent did not wish to close down or to go 
on part time. Of the two courses he preferred the former. He 
believed that a reduction in working days, although it would 
keep the organization intact, would increase the unit costs on 
account of the undiminished overhead charges. An entire shut- 
down, after the orders on hand were completed, would reduce 
overhead charges, because all wages and salaries, except that of 
the mill treasurer, would stop automatically unless the foremen 
were retained on part pay during the idle period. There would 
be loss from idleness of machinery.^ 

If, on the other hand, the mill continued operating at full time, 

'On May i, IQ21, the Stosser Mills, of Fall River, Massachusetts, also faced a 
similar problem and decided to continue operations. The chief factor in the decision 
was the overhead charges which for the period. May, June, and July are shown in 
the table below; 



Since the management estimated that the loss from operation would not exceed 
the total overhead it believed that manufacturing stock was justified. Another 
important reason for continuing production was the disruption of the work which 
a shut-down would entail. Many good workers would be lost, for they would be 
the first to secure jobs dsewhere, while the poor and inefficient employees would 
be left to take up their old positions when the mill resumed production. 

^ In a textile mill, especially, idle machinery deteriorates rapidly in spite of good 
care. The leather rolls, for example, in the drawing frames, fly frames, and spinning 
frames get so hard that they must be replaced with new ones. 
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it would rapidly accumulate a stock of cloth which it would be 
impossible to dispose of for some time, unless there was an 
unexpected change in the cloth market for the better. Such a 
course, however, would reduce the cost per yard of the cloth 
to a minimum and, at the same time, would keep the organization 
intact. Since the mill was in a strong financial position, it would 
pursue such a course if thought advisable. 

4. SHEFFIELD CHOCOLATE COMPANY — SPECULATION IN RAW 
MATERIALS BY MANUFACTURING COMPANY 

The Sheffield Chocolate Company, which manufactured bar 
chocolate coatings for confectioners, was highly successful in 
sugar speculations in 1919 and 1920. Notwithstanding this fact, 
however, the directors were undecided whether or not the pur- 
chasing agent should be allowed to continue to buy and sell raw 
materials beyond the needs of the company. 

The Sheffield Chocolate Company operated two factories 500 
miles apart; 150 men were employed in each. The products 
were sold chiefly on six-month contracts. In 1919, the sales 
averaged $150,000 per month. The sugar used each day in the 
preparation of chocolate aggregated about 25 barrels, of 350 
pounds each, or slightly more than 2,500,000 pounds per year. 
It was not customary for the company to hedge its purchases of 
sugar. It bought in excess of requirements when a rising market 
was forecast and only enough to supply the factory when falling 
prices were expected. The officers relied upon this policy to 
return a small trading profit after inventory losses, which 
resulted from misjudged price trends, had been deducted. 

In order to conserve the available supply of sugar, the United 
States Sugar Equalization Board, under authority of an act of 
Congress, purchased the entire 1918-1919 Cuban crop. Since 
the sugar was rationed by the board to refiners in accordance 
with their previous consumption and since the sale price of re- 
fined sugar was fixed at 1034 cents, it was necessary for the 
refiners to ration it similarly to manufacturers and wholesalers. 
For this reason, numerous users were not permitted to purchase 
as much sugar as they required. This fact, and the reports of a 
short sugar crop for 1919-20, indicated to the purchasing agent 
that, with the abolition of Government control, the prices of 
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the available supplies would increase markedly. The Sheffield 
Chocolate Company consequently decided to speculate in sugar 
and entered into contracts for delivery of both raw and refined 
products during the first half of 1920. The prices at which these 
were made were slightly higher than the price which had been 
fixed by the Sugar Equalization Board for igig delivery. From 
October to December, the purchasing agent contracted for three 
lots of raw sugar aggregating 15,000 bags of 320 pounds each; 
one for delivery in the second half of January and two for de- 
livery in May. The price specified ranged from $28 to $34 per 
bag. In order to establish the company as a customer with the 
sugar refiners, the purchasing agent contracted for the delivery 
of a total of 25 barrels per day from three or four sources for 
four months. In addition, a contract was made with a wholesaler 
for a like amount per day for six months from March 1920. 

The wholesalers and refiners with whom contracts were made 
were aware that the company could use only a fraction of the 
supplies which it had purchased; but, since they were of the 
opinion that market prices were near the peak, they were willing 
to make sales on the credit of the company in order to dispose of 
their supplies. Thus, it was not necessary for the Sheffield Choc- 
olate Company to provide a margin, and since the sugar in almost 
every instance was sold for immediate delivery before it was 
received in New York or shipped from the refineries, no carrying 
costs were incurred. 

As forecast by the purchasing agent, the price of sugar rose 
abruptly on January 21, 1920, from the Government price of 
10J2 cents to 15 cents and continued upward until May, when 
2 2j4 cents was the average wholesale quotation for the month. 
The wholesaler with whom the contract for 25 barrels per day 
had been made delivered sugar under it for four weeks; at the 
end of that time, he requested the Sheffield Chocolate Company 
to cancel the agreement. A settlement was effected under which 
the former paid the company $65,000. As the price of sugar 
continued to rise,^ the raw sugar held by the Sheffield Chocolate 
Company was resold gradually. A profit of $98,000 was netted 
on 10,000 bags. The Sheffield Chocolate Company had 5,000 

1 Prices or Reeiked Sugar in Cents per Pound in 1920: 
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bags of its raw sugar refined and sold the product for xiYi cents, 
whereas 13 cents was the total cost. The profit on this trans- 
action amounted to $72,000. The sugar in excess of require- 
ments contracted from refineries was sold in like manner through- 
out the spring and summer of 1920 at an average price of I7j4 
cents. The Sheffield Chocolate Company received from its sugar 
transactions a net profit of between $300,000 and $400,000. 

Since over 75% of the contracts for chocolate and chocolate 
coatings for delivery during 1920 had been made early in the 
year, the Sheffield Chocolate Company was not embarrassed by 
cancelations as it might have been if the contracts had been made 
later at higher prices. Manufacturing activity was sustained 
until the fall of 1920, when the failure to secure materials neces- 
sitated a slackening in production. When orders from confec- 
tioners ceased to be received, the company was not able to meet 
its obligations except with the funds secured from profits on 
sugar transactions earlier in the year. 

Two of the directors maintained that speculation in raw mate- 
rials was hazardous and should not be continued. They were 
apprehensive lest in the future the losses more than offset gains. 
They favored the adoption of a policy under which sugar should 
be purchased for immediate needs only. In spite of the position 
of these directors, however, it was decided to continue the pur- 
chase of sugar in excess of requirements in accordance with mar- 
ket conditions as forecast by the officers of the company and to 
look upon the profits realized in this manner as a legitimate 
business gain and as a source of funds to offset any trading losses 
which might be incurred. 

5. ALLAGASH SHOE MANUPACTUEING COMPANY — ^PURCHASE OF 
RAW MATERIALS INSUFFICIENT TO PRODUCE QUANTITY OF 
SHOES ORDERED BY CUSTOMERS 

In the spring of 1920, the AUagash Shoe Manufacturing Com- 
pany received the largest quantity of orders in its history. These 
orders were obtained during the first few months of the year and 
were for the fall trade. Manufacturing of spring orders nor- 
mally commenced in April and May, and deliveries were made in 
July, August, and September. In February of that year, the 
purchasing agent consulted with the president regarding the 
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quantities of leather and materials to be purchased to cover the 
spring orders. He recommended that the company purchase its 
full requirements of raw stock at once, inasmuch as leather and 
other materials were rising constantly in price, and were becom- 
ing increasingly difficult to obtain. The president, however, 
always had been opposed to the purchase of raw materials at 
high prices, and, at this time, when prices had risen to abnormal 
levels, he objected to the proposal of the purchasing agent. 

The shoe industry had been enjoying great prosperity for 
several seasons prior to 1920. The scale of manufacturing repre- 
sented the utmost capacity of all the factories in the United 
States. The products manufactured were purchased immediately 
by the retailers, and although the retail distribution had been 
excellent, it had been insufficient to justify the abnormal volume 
of production. There had been, therefore, an excess accumula- 
tion of merchandise in the retail shoe stores for several seasons. 
Since prices had been rising steadily for several seasons, the 
retailers had not felt the normal pressure to “clean-up” every 
six months. 

In view of the situation in the shoe and leather trades, the 
president considered it unwise to purchase more than a fraction 
of the company’s requirements of raw material during the spring 
of 1920. He was of the opinion that the industry was inflated 
excessively, and that a decline was probable. His experience 
had been that it was injudicious to purchase any large quantity 
of materials at abnormally high prices. 

Other executives in the company opposed the views of the 
president. They pointed out that supplies of leather appeared 
small, that congested railroad conditions made it imperative to 
have raw material shipped several weeks before it was needed, 
and that the prices of leather were rising rapidly. They predicted 
not only that the company would have to cover at higher prices, 
but that probably it would not be able to secure raw materials 
at all, and consequently its relative position in the industry 
would be destroyed. 

The^ president, however, became convinced by his study of 
conditions that customers were placing orders on the supposition 
that &e inflation would continue throughout the year. There- 
fore, it seemed to him unwise to cover all orders with raw mate- 
rial purchases. He preferred to risk the disadvantages under 
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which the company would operate, if the break in prices were 
delayed, rather than to have the company stocked heavily with 
raw material when tlie break came. He foresaw that if he could 
reduce the inventory so that the company’s losses from the defla- 
tion of prices would be slight, he would be able after the decline 
to purchase raw materials at much lower prices and would be 
able to send his sales organization into the field with shoes pro- 
duced at low cost, in competition with other manufacturers, who 
would be trying to liquidate high-priced inventories. For these 
reasons, he instructed the purchasing agent to restrict his pur- 
chases to 25% of the quantity of raw material required to fill 
the total number of orders. This policy was adhered to during 
the spring of 1920, in spite of the protests of the other executives 
and particularly of the sales organization. 

6. DAMERON SHOE COMPANY — EXPEDITIOUS INVENTORY LIQUI- 
DATION AND DISCONTINUANCE OP SPECULATION IN 
INVENTORIES 

In May, 1920, the management of the Dameron Shoe Com- 
pany considered the advisability of liquidating its excessive in- 
ventory. The Dameron Shoe Company operated a retail store in 
one of the best locations in the loop district of Chicago. Mer- 
chandise of the best quality was sold, and style was emphasized 
as a selling appeal. The prices of the shoes sold ranged from $8 
to $20 per pair. The Dameron Shoe Company attracted the most 
exclusive class of customers and had established a reputation for 
fine shoes, all of which were sold under the store’s own name. 

In the latter months of 1919, and in the early part of 1920, the 
sales of the store were unusually high. Prices were advancing, 
and the management of the Dameron Shoe Company interpreted 
these signs as an indication that the period of prosperity was to 
continue. There were no well-defined buying seasons for this 
store. Stores that sold merchandise in which the style element 
was less pronounced usually placed most of their orders for 
spring delivery in the fall, and orders for fall delivery in the 
spring. Until the latter part of 1919, it had been the policy of 
the Dameron Shoe Company to place orders more frequently 
throughout the year in order to have the* stock embody the 
changing style tendencies. There had been occasional purchases 
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in excess of requirements when it appeared evident that a specu- 
lative profit could be realized through the appreciation of inven- 
tory on a rising market. The policy of purchasing more shoes 
than the sales volume warranted, in the expectation of securing 
speculative profits on a rising market, was followed during the 
latter part of 1919 and in the early months of 1920. Conse- 
quently, it was impossible to give the customary consideration to 
the style element. This was not held to be a serious objection, 
however, since customers were less exacting in style demands in 
this period of prosperity and high earnings. A class of customers, 
who in normal times purchased from medium-priced stores, then 
could afford to patronize the Dameron Shoe Store. This addi- 
tional patronage enabled the company to make high monthly 
sales in spite of its temporary departure from former merchan- 
dising methods. 

As a result of this purchasing policy, in April, 1920, the store 
had accumulated the largest inventory, expressed in dollars, since 
its establishment. In May, the inventory was smaller by only 
$10,000, for it was not until this month that the management 
realized that a period of general depression was imminent and 
that buying could not continue at the prevailing high prices. 
Manufacturers and retailers were reducing the prices of shoes. 
It was at this time that Wanamaker’s store in Philadelphia made 
a flat price reduction on all merchandise. There was general 
discussion of a “buyers’ strike” that had been impending and was 
already in progress. 

The management deliberated on the advisability of a flat 
mark-down of 20%, on all merchandise in the store. Against 
this procedure was the argument that the prestige of the store 
might be lowered to that of stores which placed emphasis on the 
price appeal. In addition, there was the possibility that the price 
recession and declining sales were only temporary and that by 
waiting a few months, the company could dispose of its inventory 
with less sacrifice. A price reduction of 7 . 0^0 on the excessive 
inventory at that time involved a substantial loss. On the other 
hand, it appeared that since the consumers no longer were willing 
to pay the prices that had previously prevailed, they were more 
inclined to accept the reduction as good merchandising and not 
as an indication of lowered quality or service. Rather, if higher 
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prices were to be continued by the store, such action was likely 
to be classed as profiteering. It was also patent that unless a 
mark-down was taken, the stock-turn for the year was likely to 
be reduced appreciably, even though the curtailment of consumer 
purchases lasted only a few months. By taking its loss early, the 
store could purchase at, and sell on the basis of, replacement 
costs and secure a higher rate of turnover. Since practically all 
retailers had large inventories to dispose of, a surplus of shoes 
might be expected for many months to come, and the store which 
disposed of its inventory earliest, therefore, was in the most 
advantageous position. 

The Dameron Shoe Company decided to make an immediate 
mark-down of 20% on all merchandise in the store on June i, 
1920. Table 18, below, shows the effect that this mark-down 
produced on net sales in the two succeeding months. 

Table 18 — Effect of Mark-Down on Net Sales 


Month igao igai 


January $ 58,426 $ 53,543 

February 49,006 35,977 

March 51,280 49, 519 

April 51,782 47,233 

May 56,381 51,649 

June 62,843 56,564 

July 36,044 32,985 

August 35,045 35,815 

September 45,768 45,227 

October 48,888 56,865 

November 54,055 55,844 

December 55,319 56,202 


?6o4,837 $577,423 

The sales of June, 1920, the month in which the 20% reduc- 
tion was taken, amounted to $62,843, s-ud were greater than 
during any other month of 1920 or 1921. Because of the price 
reduction, the number of pairs sold was greater than the sales in 
dollars indicated. By taking the losses quickly, it was learned 
that the net loss was ultimately less than it otherwise would have 
been. Because of seasonal tendencies, sales during July and 
August were comparatively small. 

After June i, 1920, the store purchased only enough merchan- 
dise to maintain sufficiently complete stocks of sizes and styles 
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to meet the requirements of its customers. Table 19, below, 
shows the effect of the price reductions and restricted buying 
policy on the monthly inventories during the latter part of 1920 
and during 1921. The figures are at the retail selling price. 

Table 19 — Effect of Price Reductions and Restricted Buying 
Policy on Monthly Inventories, 1920--1921 


Month 1920 IQ2I 


January $215,697 $164 , 747 

February 237,344 142,739 

March 231,837 114,325 

April 255,035 117,457 

May 245,219 118,512 

June 242,724 118,962 

July 216,770 121,842 

August 201,861 133,578 

September 188,552 133,603 

October 184,482 iS 7 , 47 o 

November 181,489 163,951 

December 173, 4 iS 173,628 


The inventory, expressed in dollars, was reduced from the high 
point of $255,035 in April, 1920, to a low point of $114,325 in 
March, 1921, After the inventory had been reduced, a question 
arose as to the advisability of larger purchases and the accumula- 
tion of another inventory at low prices in order to make a spec- 
ulative profit when prices should rise. 

On the advancing market in the latter part of 1919 and the 
early months of 1920, the appreciation of inventory had increased 
the profits of the company. The profit and loss statement, how- 
ever, showed that all which had been gained previously through 
rising prices had been wiped out in the abrupt price recessions 
which came later. In addition, there was a marked increase in 
the number of styles after June, 1920. This was caused by the 
efforts of manufacturers to stimulate sales by the introduction of 
novel styles. The Dameron Shoe Company decided that if it did 
purchase heavily, there might be a risk not only in respect to 
price, but also in respect to style. It was held further that the 
true purpose of a retail store should be that of merchandising, 
and that the efforts of its management should be devoted to this 
end alone. Conditions had forced many of the temporary cus- 
tomers of the prosperous period of 1920 to go back to stores 
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with medium-priced shoes. The class of the clientele which re- 
mained demanded new and varied styles, and to meet this demand, 
the store had to make its purchases frequently. 

The Dameron Shoe Company decided that after the experi- 
ences of May and June, 1920, it should refrain from making 
greater purchases than necessary to fill the demands of its 
customers. 

7. INVINCIBLE CLAY PRODUCTS COMPANY — MANUFACTURING 
FOR STOCK DURING A PERIOD OF DEPRESSION 

The Invincible Clay Products Company, engaged in the man- 
ufacture of fire brick, was a relatively small organization and its 
unit production costs were higher than those of most of its larger 
competitors. This condition was in part attributable to the over- 
head costs, and in part to the inability of a small-scale operation 
to secure the economies available in a plant producing in 
quantities. 

To overcome this higher manufacturing cost, the management 
planned its production schedule to produce in the most favorable 
phase of the business cycle, and to ship from inventories, with 
bonus payments for prompt shipments when competitors could 
ship only on order. This made necessary the determination of a 
policy on the accumulation of inventory in anticipation of in- 
creased demand, which was usual only with increased activity in 
the iron and steel industries, where the most important market 
existed for the products of the refractories industry. The iron and 
steel companies depended upon the fire brick manufacturers to 
maintain stocks of furnace linings during a period of increasing 
and active production. The cost of furnace linings was negligible 
in relation to the total cost of production of steel. Even at a 
high price for fire brick, the cost of furnace linings per ton of 
steel was not over 25 cents. Thus the price of fire brick is so 
small an element in total cost of production, that assurance of an 
adequate supply rather than the price of furnace linings is the 
consideration of most importance to the company operating the 
steel plant. Periods of activity and depression, therefore, in the 
fire brick trade correspond closely with the periods in the manu- 
facture of pig iron. 

In October, 1920, the plant of the Invincible Clay Products 
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Company was restricted in operation to a reduced force of highly 
skilled workmen, retained to fill emergency orders for important 
customers. The other employees obtained work with neighboring 
plants, whose managers thought it wise to manufacture for 
stock. At this time unfilled orders were declining rapidly in 
number as current orders were being finished, and additional 
orders were proving scarce. The inventory was not over 50% of 
one month’s normal output; monthly output was at approxi- 
mately 75% to 80% capacity, which was normally the most 
economical rate. This inventory included the miscellaneous lots 
which were called for in small quantities, but on which a regular 
quantity was more economical to produce than a production lim- 
ited to the exact number required by the order received. There 
were also included several standard shapes. .The orders on special 
shapes normally were about 30% of the total number booked by 
the Invincible Clay Products Company. Contracts for fire brick 
are not generally firm contracts except for special shapes. 

In the last quarter of 1920 the company quoted prices 10% to 
20% below those which generally were quoted by competitors at 
that time. The latter, in general, quoting their prices on the 
basis of cost of production, kept up production to keep down the 
unit cost, and so built up inventories at high wage costs, while 
the Invincible Clay Products Company was operating to produce 
only the quantities necessary to fill orders. These orders had 
been secured on a cut price basis, because the management con- 
sidered that it was wise to begin cutting prices in the fall of 1920, 
in view of conditions of production and sale in the refractories 
industry as reflected in published figures of production, ship- 
ments, orders, and stocks. The figures showed that unfilled 
orders and new orders had been decreasing since May, whereas 
production was being maintained. Conditions in the pig-iron 
industry showed more rapid declines from the high levels of the 
first quarter of the year and the consideration of conditions in 
both industries led to the determination to sell fire brick for future 
delivery, and to maintain factory production only to fill orders. 

During the spring of 1921 the manufacture of pig iron con- 
tinued to decrease rapidly, and though sales of merchant furnaces 
were more profitable after January, pig iron prices continued to 
decline. In July, 1921, the precipitate curtailment in pig iron 
output came to an end. By the end of August an expansion of 
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pig iron production appeared, orders for brick were more fre- 
quent, and reports of furnaces going into blast were appearing 
in the press. But prices for both pig iron and brick continued 
to decrease because of the liquidation of stocks. The Iron Age 
composite price on July 26 was $19.48 per long ton as compared 
with the high price of $47.83 registered in September, 1920. 
Prices of fire brick had decreased from a high price of $50 in 
September, 1920, to $34 per thousand in July, 1921. Larger 
producers, located near the company’s plant, had closed down 
and were endeavoring to liquidate large stocks, as a result of con- 
tinuing to produce at high levels during the preceding winter and 
spring. During, the remaining months of 1921 prices declined 
further, and the general market figure was reduced to $30 per 
thousand in January, 1922. The company, in anticipation of 
prospective cuts in wages and increased efficiency of labor, con- 
tinued to sell for future delivery at prices below those quoted by 
competitors; as a result the company showed a small profit in 
192 1, although the last quarter showed a loss. 

In 1922 the president wished to run the plant full time as soon 
as possible, in order to take advantage of the supply of experi- 
enced men who were idle because of the inactivity in the refrac- 
tories industry and the iron and steel mills situated in the same 
locality. The wages of the force which had been retained had 
been cut 30% during 1921, without any reduction in the number 
of applications for work. Almost none of the output in 1921 
went into stock, but because of the stocks of brick known to be in 
the storehouses of competitors, the president hesitated to operate 
on full time until a change in the trend of pig iron prices should 
appear. Pig iron production had been expanding steadily during 
the second half of 1921. 

In January, 1921, a labor force still could be recruited readily. 
By operating the plant full time and storing the unsold product 
in the expectation of higher prices, the president believed he 
could avoid the higher labor costs and the decreased efficiency of 
workmen which had appeared in the height of the business activ- 
ity. It was decided, therefore, to manufacture on full time 
beginning February i, 1922, and the recruiting of a labor force 
was begun in January. No plans were made for a vigorous sales 
campaign, however, since the purpose of the reopening was to 
increase inventories at low costs rather than to sell the whole of 
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current output at current prices, which were still low, as a result 
of the attempt of many manufacturers to liquidate their inven- 
tories rapidly. 

The plant was operated at 65 % of its capacity, and excess 
quantities produced at low costs during the spring of 1922 were 
stored. On June i, wages were raised 15%, but current demand 
for furnace linings was greater and prices had risen and were 
remaining steady. Output was increased to a rate 80% of ca- 
pacity. The stocks gradually filled all the available storage 
space and on October i, 1922, were equal to approximately two 
months’ production at the rate of output of the early months of 
the year. The company, therefore, again laid off men, and man- 
ufactured only to fill orders, but did not attempt to liquidate the 
stocks until other signs indicated the advisability of this action. 

In March, 1923, a sharp increase appeared in the volume of 
new business booked. Encouraged by this, large producers put 
their prices up to $45 per thousand fire brick for later months’ 
deliveries. Although pig iron production reached record levels 
during 1923, the Invincible Clay Products Company was not able 
to collect much in bonus payments for prompt deliveries because 
car service was satisfactory everywhere. The president decided 
that liquidation was advisable, and again cut the market, selling 
out the accumulated stocks at $42. He observed the statistics 
and saw the excess of free stocks accumulating, and he believed 
this excess again would flood the market, or at least cause lower 
prices. He determined to sell for future production during 1923 
by underselling other manufacturers and maintaining a higher 
percentage of sales at their expense as long as reports showed 
the stocks of furnace linings were continuing to accumulate in 
manufacturers’ hands. By September i, 1923, prices in the gen- 
eral market had begun to decrease, and reached $40 per thousand 
on January r, 1924; but the Invincible Clay Products Company 
had no excess stock and its surplus cash was invested in short- 
term securities, pending the development of conditions which 
would justify the accumulation of stocks. The president con- 
tinued to undersell the market for future delivery, while his 
competitors were manufacturing stock. Until more favorable 
signs appeared, he preferred interest-bearing short-term securities 
as an investment for the company’s liquid capital rather than a 
stock of high cost fire brick with slight probability of sale, but 
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strong probability of loss in value. He believed that there always 
had been ample time to accumulate stocks on every well-defined 
rise. The market did not indicate a marked rise for the imme- 
diate future, and consequently he preferred his policy to that 
followed by his competitors, who were operating at a higher rate, 
and were obliged to stock their products. 

8. BAENABY AND COMPANY — ^PUSCHASE OF COPPER WIRE ON CON- 
TRACT AND IN SPOT MARKET IN SPRING AND SUMMER 
OF 1923 

Barnaby and Company manufactured 70 sizes and varieties of 
insulated copper wire and cable used for electrical purposes. 
Prices on the company’s products were based upon the current 
price of copper. The difference, therefore, between the price 
which the company paid for copper and the price which was cur- 
rent when this particular copper was sold in manufactured form 
represented a gain on a rising market and a loss on a declining 
one. The purchasing policy was formulated by the president. 
In order to avoid losses on price decreases, it was necessary to 
study market conditions with care and to forecast fluctuations 
with accuracy. During the first six months of 1923, therefore, 
when the company experienced both a rising and falling market 
in copper, the president had to decide in each case whether it 
would be advisable to attempt to cover the company’s require- 
ments of wire by small purchases against specific orders, or 
whether he should place contracts for the quantities which he 
estimated would be used before the next anticipated change in 
prices. 

The weekly consumption of bare copper wire, which was pur- 
chased from eight wire mills, varied from 100,000 to 125,000 
pounds. Unspecified wire, the price of which fluctuated with the 
copper market, was purchased in quantity from these mills on 
contracts which were not placed at regular intervals; the time 
and the quantity depended upon the current price of copper and 
upon the condition of the market. The president contracted 
heavily for copper on rising markets, when the price was low; 
the quantity varied according to the president’s conclusions as 
to the probable turn in the market and as to how much the fac- 
tory would consume before that time. Whenever the stock on 
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hand became low, the management decided upon the kind and 
sizes of the wire to be ordered, and requisitioned the required 
quantity of specified wire against the outstanding contracts of 
unspecified wire. In this way the contracts were taken up as the 
wire was needed. Deliveries from the wire mills required from 3 
to IS weeks, and depended upon changes in market conditions. 
The company, therefore, had to gage carefully the probable fluc- 
tuations in business activity, in order to requisition an adequate 
supply. Further difficulties in ordering resulted from the wide 
fluctuations in the sizes and varieties of finished wire required 
by customers; the majority of the product was manufactured on 
the basis of special orders. 

Early in 1923, the copper market commenced to move sharply 
upward. ,The president, accordingly, had to determine whether 
to purchase wire in small quantities, or to contract for a large 
quantity from the mills. If he followed the latter policy, he also 
had to determine how long the market probably would continue 
to rise, and the quantity of wire for which contracts should be 
placed. After a careful study of the situation, the president 
estimated that the market would turn in the middle of June. He 
decided, therefore, to contract with the wire mills at current 
prices for sufficient copper to last until that time. During the 
spring months, business activity increased to such an extent 
that the company’s mill had sufficient unfilled orders to keep it 
running at capacity for four or five months. The wire mills with 
which the company had contracts were in a similar situation, 
with the result that they were unable to grant deliveries in less 
than I s weeks from the date of the order. 

Despite the great activity of manufacturers, the copper mar- 
ket broke during May, 1923, at which time the company had 
contracts outstanding for half a million pounds of copper wire. 
A peculiar situation arose; wire manufacturers were offering their 
products at a lower price, in accordance with the decreased price 
of copper, when they had so many orders on their books that 
they were unable to promise delivery in any reasonable length of 
time. 

The president offered the following theory for the early break 
in the market. There were four channels for the disposition of 
the copper output: in the exportation of refined copper to foreign 
countries; and in the domestic manufacture of wire, sheet copper, 
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and brass. The copper market, because of the large portion of 
the production which was exported, was affected to a large extent 
by conditions in foreign countries. The domestic mills, which 
manufactured wire, sheet copper, and brass, were consuming 
copper at as great a rate as their capacity permitted. The 
increasing complications in the foreign situation with no prospect 
of improvement, precluded any possibility that the foreign mar- 
ket might absorb more of the supply. It became apparent, 
therefore, that in spite of the great activity and prosperity of the 
domestic manufacturing industries, the existing demand for 
copper from all sources could not be increased further, and for 
this reason the price of copper dropped. 

For several weeks after the break in the copper market the 
company did not follow its policy of quoting prices according to 
current prices of copper, but based its quotations on the price 
previous to the decline. The company followed this course as a 
means of holding off customers. On account of the large quan- 
tity of its unfilled orders it was not anxious to increase its sales, 
but it accepted all orders that were received. About two weeks 
later, the number of unfinished orders had been reduced sufficient- 
ly to warrant the decrease of the company’s price to a point con- 
sistent with the copper market. 

When the price of copper declined, several new questions arose 
regarding the disposition to be made of the outstanding contracts 
of copper, and, also, the purchasing policy to be followed. It 
was necessary to decide whether to requisition the wire on con- 
tracts immediately, or to draw on the stocks on hand and to allow 
the contracts to remain intact. Second, a decision was necessary 
as to whether the company should depend upon securing wire 
on direct orders, or whether it should contract for a quantity of 
wire in order to be assured of an adequate supply. In the case 
of the outstanding contracts, on account of the uncertainty of the 
market and the length of time required for delivery, there was 
danger of ordering sizes and kinds of wire for which the demand 
might diminish. With regard to the purchasing policy, it was 
difficult to secure wire on a direct order without the medium of 
a contract. Wire manufacturers threatened that they would not 
accept small orders of this kind. The company, moreover, had a 
large number of unfilled orders during the summer of 1923. In 
August, 1923, although new orders were being received at a 
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slightly decreased rate, there were still so many on hand that 
deliveries on new orders could not be promised until October or 
November. 

When the price of copper commenced to drop, the president 
decided that no requisitions should be drawn against any of the 
outstanding contracts until the market became more stable, and 
he instructed the management of the mill to draw on its stock 
on hand. He determined, moreover, that it would be unwise to 
contract for more wire while the price was decreasing. Rather 
than place contracts on a falling market, he preferred to take 
the risk of inadequate supplies, even though the company had 
enough orders to operate at capacity for several months. He 
was convinced that, despite the reported shortage, enough wire 
would be available to fill the company’s requirements. This 
conclusion and the policy which he followed were based upon 
his observation, long experience, and all information which 
he could secure. 

9. JEDBURGH TEXTILE COMPANY — PURCHASE POLICY FOR COTTON 
IN THE FALL OF 1 92 3 

The Jedburgh Textile Company operated a knitting mill which 
manufactured children’s cotton winter weight underwear and a 
small quantity for summer use. The total net sales of the com- 
pany averaged about $500,000. 

Competition was so keen that profits depended upon success- 
ful speculative purchases of cotton. A company which purchased 
cotton at a low price on a rising market before the date on which 
it was necessary to put it in process, could quote lower prices 
on the products than other companies which bought cotton just be- 
fore the process of manufacture was begun. 

It was the custom in the knit underwear trade for manufac- 
turers and “commission houses” to send out salesmen from Sep- 
tember to December inclusive, to secure orders for delivery the 
following summer. Production for these orders was begun cus- 
tomarily in January and continued until the summer months, 
dependent upon the size and number of orders that had been 
received. During the remainder of the year underwear was 
produced for “fill-in” orders received from wholesalers and 
retailers. 
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In September, 1923, the company had no yarn in stock. The 
general manager of the Jedburgh Textile Company was uncertain 
whether to buy the cotton yarn for production to begin January, 
1924, or whether to wait in the expectation that the price of 
yarn might be lower in the following months. The problem was 
twofold: first, to predict the number and amount of orders for 
underwear for delivery in 1924, and second, to predict cotton 
prices. Only a rough estimate was possible since salesmen were 
just beginning to solicit orders. The largest number of orders 
was received ordinarily in November and December, In 1922, 
the company’s orders were not enough to keep the mill in oper- 
ation after August, 1923. Inasmuch as the orders in 1922 had 
been small, the general manager expected larger orders in 1923. 
On the other hand, it had been the experience of the company 
that the knit underwear trade was one of the first to feel depres- 
sion or recovery. The general manager was apprehensive lest 
the country enter a period of moderate depression in the begin- 
ning of 1924 which might be reflected in the knit underwear trade 
by the receipt of few orders in the fall of 1923. Significant sta- 
tistics of conditions in the knit underwear trade were collected 
by a national association of knit underwear manufacturers, which 
were published by the Survey of Current Business. 

No figures were available in September, 1923, for months 
later than June of that year.^ The general manager stated that 
the price of cotton yarn used by the Jedburgh Textile Company 
varied directly with the price of raw cotton. Although the prob- 

‘Statistics on Knit Underwear from the “StjRVEY of Current Business” 
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lem of forecasting the price of cotton yarn was, therefore, the 
same as that of forecasting the price of raw cotton, the problem 
of buying yarn, however, was not the same as that of buying 
cotton, because immediate deliveries of yarn could not always 
be secured. When yarn manufacturers were busy, they fre- 
quently could not make delivery until three or four months after 
the order was received. Several manufacturers of yarn could 
make immediate deliveries then, but could not promise deliveries 
on orders received a month or two later. 

In September, 1923, the price of cotton was higher than it 
had been since March, 1923. During the early summer a large 
cotton crop had been expected, but, as the season progressed, 
growing conditions became less favorable and a smaller crop was 
indicated. Prices, therefore, rose again to the high level reached 
in the early spring. The possibility of a short crop favored 
immediate purchase of yarn. If a general depression were to 
ensue, lower prices might result from the decreased demand. 
Furthermore, although domestic consumption of cotton in 1923 
had been larger than ever before, it had not been large enough 
to counterbalance the decrease in exports of cotton in compari- 
son with pre-war conditions.^ 


The general manager secured the following facts from a cotton 
forecasting service to which he was a subscriber, which led him to 

(Footnote continued front opposite page) 
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believe that the lower prices of cotton might be expected. The 
cottcfn crop in 1923 would approximate 11,000,000 bales. This 
was 13% greater than the 1922 crop and slightly above the 
average of the previous five years. The “carry over” from 
the 1922 crop was 2,087,000 bales. Thus 13,087,000 bales 
were available for domestic and European consumption. This 
was a larger quantity than was available in 1922. Domestic 
consumption in 1922 was 6,664,700 bales, and exports amounted 
to 4,864,000 bales. Prior to 1914, exports averaged about 
8,500,000 bales. Thus the record-breaking domestic consumption 
in 1923 was more than counterbalanced by low exports. The 
Department of Commerce, in September, 1923, placed the 
world’s supply at 27,568,000 bales. World consumption in 1922 
was estimated at 20,950,000 bales. 

Since the number and size of orders to be received during the 
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fall were uncertain, and since there were indications of a decline 
in the price of cotton yarn, the general manager decided nbt to 
purchase the yarn needed for production in 1924. 

10. ROGERS COMPANY — RESTRICTION OF ORDERS FOR STAPLE 
PRODUCTS IN 1923 AND ADVANCE PLACEMENT OF 
ORDERS FOR SEASONAL MERCHANDISE 

The Rogers Company, an important wholesaler of dry-goods 
of all kinds, specialized in hosiery and underwear. Sales in these 
two lines comprised ordinarily from three-fourths to four-fifths 
of the total sales. All goods were sold under the company’s 
brand. The underwear was principally in standard styles, but 
the type and weight of the garments depended, of course, upon 
the season. Sixty per cent of the sales of hosiery was in standard 
styles which were manufactured and sold continuously through- 
out the year. Approximately 25 % of the hosiery sales was in 
semi-staple styles; that is, although sales were made throughout 
the entire year, a larger volume of sales was secured in certain 
seasons than in others. The demand for the remaining 15% of 
the hosiery was seasonal. Prior to 1923, the company had 
ordered its seasonal goods from six to nine months in advance 
in order to enable the manufacturers to level their production 
peaks. Such articles were held in storage by the manufacturers 
until the company needed tliem. Exceptions to this policy had 
been made in years when the company expected a drastic reduc- 
tion in prices such as occurred in 1920. In the summer of 1923, 
when prices had declined to some extent from those of the first 
of the year, it was necessary to decide whether to curtail pur- 
chases of staple articles until the market became more stabilized 
and also whether it was wise on a falling market to place orders 
for the next season’s goods. 

The company purchased the entire output of 8 or 10 manu- 
facturers and the partial output of about 50 others. Of the 
purchases from these 50 , 75 % were from 8 or 10 medium-size 
companies. The manufacturers were all specialists in the prod- 
ucts which they made. For example, one produced silk socks 
exclusively; another manufactured women’s silk hosiery; and 
a third, children’s stockings. Others specialized on various kinds 
of wool hosiery and underwear. The company believed that by 
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purchasing from manufacturers who specialized on one article, 
it secured the best service, the lowest prices, and the most uni- 
form quality. Production was more economical in a factory 
which manufactured one standard article and sold it to one 
company or to only a few distributers. The overhead of such a 
company was reduced to a minimum, and the management had 
an opportunity to progress steadily in the improvement of proc- 
esses and machinery and in the perfection of its product. The 
chief advantage of ordering seasonal merchandise in advance 
was that, in return for the removal by the wholesaler of the prob- 
lems connected with seasonal production, the manufacturer could 
give better service to the wholesaler and was willing to cooperate 
to a larger extent. Continuous production throughout the year 
eliminated organization difficulties; there was no disruption such 
aS' occurred in factories where many employees were laid off 
annually during the slack period. Although there was no way of 
measuring the savings which resulted from continuous produc- 
tion, they were estimated to be greater than the carrying charges 
on finished products. A manufacturer who offered steady em- 
ploj^ent, furthermore, attracted workers of greater skill and 
ability than could be secured by a factory engaged in seasonal 
production. The result was that the merchandise produced un- 
der such conditions was of a finer and more uniform quality. 

The chief disadvantage was that when prices declined after the 
orders had been placed, the company sustained a loss. If, for 
example, the company had had large advance orders outstanding 
in 1920 and had not foreseen the break in prices which occurred 
in the summer of that year, the effect on its finances would have 
been disastrous. During the period preceding the break, the 
officers realized that prices were excessively high and decided 
that it was to the advantage of the manufacturers and the com- 
pany to place no more orders. When the producers received no 
orders, they did not purchase raw materials at the prevailing 
high prices; consequently, with the prospect of a break in prices 
close at hand, the Rogers Company considered that, by keeping 
out of the market, it could avoid for itself and the manufacturers 
losses from high-priced inventories and commitments. 

Prices in 1923, however, were not inflated to such an extent as 
in 1920. Although they might continue to decline, the company 
did not expect the reduction to be serious or more than a minor 



OPERATING PROBLEMS 


307 


fluctuation. It was easier to reduce the scale of manufacture of 
staple goods than of seasonal goods, for in the former case, pro- 
duction was continuous throughout the entire year and could be 
based upon the quantity of goods ordered and the frequency of 
orders. For seasonal merchandise, however, control of produc- 
tion by the wholesaler was more difficult, for the manufacturer 
needed to have his orders in advance, so that he could operate 
steadily and eliminate peaks during the season. 

The Rogers Company believed that its function was to serve 
as a distributer for manufacturers and not to speculate on market 
fluctuations. In its judgment, with the exception of funda- 
mental price movements and great price adjustments such as 
occurred in 1920, there was no necessity for the prices of its 
goods to change. The articles, both staple and seasonal, which it 
distributed were standard and carried a well-known trade-mark. 
There was no reason to cause the prices of standard articles of 
this kind to follow the continual fluctuations that occurred in the 
prices of raw materials. The company was of the opinion that 
established prices on staple goods were to the advantage of the 
manufacturer, distributer, and consumer; for otherwise, manu- 
facturing was irregular; the distributer could not offer the best 
service because of the uncertainties of the market; and the con- 
sumer not only was confused and dissatisfied by the price changes 
but also received inferior quality and service. The company, 
therefore, did not expect to change its selling prices on staple 
goods during 1923. The seasonal demand, however, was dif- 
ferent, for whereas the prices in one season remained more or less 
constant, they were likely to change from one season to the next. 

The Rogers Company decided to restrict its orders of staple 
goods which consisted chiefly of silk hosiery, inasmuch as the 
price of raw silk was proportionately higher than that of other 
raw materials. 

For articles with a Seasonal demand, however, the company 
decided to follow its established policy of placing orders in ad- 
vance. At the same time, it advised the manufacturers to be 
cautious in their purchases of raw materials, inasmuch as the 
prices of raw material might decline. The company followed this 
policy because of its conviction that continuous production was 
of benefit to consumers from the standpoint of excellence and 
uniformity of quality. It was also of advantage to the company 
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to cooperate with its manufacturers to the extent of leveling 
their production peaks. 

Pursuant to the purchasing policy, therefore, which the Rogers 
Company decided to follow during 1923, in the fall of that year 
the company had ordered approximately 75% of its 1924 spring 
goods. Since silk prices continued high, however, staple silk 
hosiery was ordered no more than 90 days in advance of the 
company’s requirements. 


II. GENEEAL MOTOES COEPOEATION — EEADJUSTMENT OP ADMIN- 
ISTRATIVE POLICIES AND PROCEDURE TO PREVENT RECURRENCE 
OF LOSSES UNDERGONE IN 1920-1921 

The following quotation was taken from the annual report to 
the stockholders of the General Motors Corporation for the year 
ended December 31, 1922; 

On January i, 1918, General Motors Corporation had total assets 
of $133,789,724, including $11,971,603 good-will, patents and copy- 
rights. On Januaty i, 1923, assets total $522,335,034, including 
$22,370,811 good-will, patents and copyrights. At fte earlier date the 
corporation consisted of the four passenger car manufacturing divi* 
sions — Buick, Cadillac, Oakland, and Oldsmobile — and the General 
Motors Truck Division, having a capacity of about 223,000 cars and 
trucks per annum, as measured by maximum quarterly sales prior to 
1918. The corporation owned no plant manufacturing small cars, 
had no owned supply of accessories, such as lighting, starting and 
ignition sets, roller bearings, ball bearings, and so forth; it had no 
central experimental or development laboratories. Since January i, 
1918, the construction and expansion program has brought the cor- 
poration to a manufacturing capacity of 750,000 passenger cars and 
trucks per annum, has placed it in position to manufacture all of its 
electrical equipment, including spark plugs and warning signals, all 
radiators, and antifriction bearings, wheel rims, steering gears, trans- 
missions, engines, axles, and open bodies. Through its stock holdings 
in Fisher Body Corporation, it controls the manufacture of its supply 
of closed bodies. The program was not developed as a whole but re- 
sulted from the constructive planning of three years. Confidence in 
the future was not misplaced, as sales in the last nine months of 1922 
were at the rate of 515,000 units per annum, or 70% of the present 
manufacturing capacity; and single months have reached 80% of 
capacity. Estimates for the future indicate that the full manufac- 
turing output will be required at no distant date. 

The total cost of carrying out this program may be summed up as 
follows: 
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Real Estate, Plant and Equipment, Tools, etc., acquired three 

years, 1918 to 1920, inclusive $214,605,825 

Invested in allied and accessory companies 66,950,279 

Total $281,556,104 


The cash for carrying out this work was supplied from several 
sources, as follows; 


From Earnings 

Net earned income, three years, 1918 to 
1920, exclusive of extraordinary write- 
offs of year 1920 $193,801,804 100% 

Less; Federal taxes paid. .$47,274,750 34% 

Dividends paid .... 57.386,370 30% 

Balance of earned income available for 

program 89,140,684 46% 

Net amount available from reserve ac- 
counts 131.594,246 

Total cash available for construction 
and expansion program, from opera- 
tions of 1918 to 1920 inclusive $102,534,930 27% 

From Sale of Securities 

Proceeds from sale of common stock — $ 98,494,835 
Proceeds from sale of 6% debenture stock 25425,000 
Proceeds from sale of 7% debenture stoc k 20,998,700 

Total cash due for construction and ex- 
pansion program from sale of se- 
curities, 1918 to 1920, inclusive 

From Fund for Bonus, etc 
From funds set aside in cash for bonus, 
etc., but paid in newly issued stock... 

Total cash available from all sources 
Securities Issued in Payment for Properties 
Were 

Debenture and common stock $122,141,520 

Purchase notes for part payment Fisher 

Body Corporation stock 9,840,000 

Mortgages assumed on properties pur- 
chased 1,629,070 

Total value of securities issued 133,610,590 35% 

Total amount available for construc- 
tion and expansion program $384,633,199 100% 


134.918,53s* 35% 

13.S69.144 3% 

$251,022,609* 65% 


SUMMARY 

Total funds provided $384,633,199 

Total expended on capital account 281,556,104 

Balance available for working capital $103,077,095 

Net working capital, January i, 1918 ■ 65,605,969 

Net working capital provided under program $168,683,064 


' Of this total $3,881,879 only remained uncollected on January i, 1921. 


As the net working capital requirement of today, operating under 
a schedule almost identical with that laid down for the year August, 
1920, to August, 1921, is about $126,000,000, the net working cap- 
ital available under the original program, about $168,000,000, should 
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have been much more than sufBcient for the lesser operations of the 
year 1921. From the above it is clear that full provision for the con- 
struction and expansion program of the years 191S to 1920, includ- 
ing working capital, was made prior to the end of the year 1920. 
Therefore, this program was in no wise responsible for the financial 
difficulties under which the corporation labored during the latter part 
of 1920 and the year 1921, Explanation of these difficulties lies in 
another quarter. 

OPERATIONS OF THE YEARS I920, 192I, AND 1922 

At the close of the year 1920 the net working capital, exclusive of 
notes payable, in use prior to the write-off of inventories, was $242,- 
830,271 or $116,354,034 above the amount required (December, 1922) 
to carry more than double the production of the earlier period. This 
made it necessary to borrow a maximum of $82,784,824 (on Octo- 
ber 31, 1920). The reduction of the surplus materials purchased at 
high prices, and of inventory and other commitments made prior to 
December, 1920, resulted in a total liquidation loss of $84,869,893. 

This condition of affairs was not reached without anticipatory warn- 
ing. In the month of March, 1920, the president presented to the 
executive committee a schedule of proposed production made pos- 
sible by the construction and expansion program tlien well on toward 
completion. He proposed that this schedule be adopted for the year 
August, 1920, to August, 1921. Though approved at the time, the 
schedule was revised in the month of May, 1920, to a proposed pro- 
duction almost identical with that in force during the last nine months 
of 1922. At this early date (May 13, 1920), the executive commit- 
tee and finance committee noted the continued increase of inventories 
(to $167,965,641 on April 30, 1920). The chairman of the finance 
committee explained fully to those in charge of operations of the cor- 
poration the necessity of control, and, at his suggestion, a committee 
was appointed to allot among the divisions of the corporation the 
$150,000,000 considered available for inventories. The chairman also 
stated that it was necessary not to increase inventories beyond this 
amount during the succeeding 12 months. 

The report of the inventory allotment committee was presented 
and approved before June i, 1920. It was unfortunate that the rul- 
ings of the executive and finance committees and their cautions re- 
mained unheeded. As a result, inventories reached a total of $209,- 
000,000 at the end of October, 1920, exceeding by $60,000,000 die 
allotments of the executive and finance committees and by $100,- 
000,000 the amount in actual use during the active summer of 1922. 
This excess accounted for about 70% of the borrowings at that time. 

It was doubly unfortunate that the spirit of the committee rulings 
was totally disregarded by a few of the divisions, the losses of which, 
due to expanded inventories and commitments for the future, amounted 
to $48,579,872, or much more than the total operating deficit of the 
whole corporation during the year 1921. The operating losses of these 
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divisions during the liquidation and reconstruction period of 1921 
added $15,330)938, making a total of $63,910,810 on their account. 

Though the losses above enumerated were enormous, it should be 
fully realized that tliey were not typical of tlie operations of the cor- 
poration as a whole; in fact, they related to 10 divisions only out 
of a total of 34. The sales and profits of the 24 normally operated 
divisions are shown below in Group I; the sales and profits of the 
10 unsatisfactory divisions are shown in Group II. Of these 10, s 
were of small importance and were liquidated in 1921. Another, the 
Samson Tractor Division, is dealt with separately. The remaining 
4 divisions of Group II have since been restored to more normal con- 
ditions and to an earning power in line with the divisions classed as 
Group I. 

The following tabulation will better illustrate the relative impor- 
tance of the two groups: 


Item 

Group I 

Group II 

Divisions involved 

Net Sales; 

24 

10 

1920 

$362,409,005 

$204,911,599 

1921 

208,438,291 

96,048,952 

1922 

Net Profits; 

296,756.778 

161,713,088* 

1920 

68,523,545 

18,336,690 

1921 

22,802,537 

15.330,938** 

1922 

Extraordinary write-offs, inventory adjust- 
ments and liquidation losses, 1920-1921- 

59,078,448 

11.007, Si7t 

Extraordinary write-offs compared to 1920- 

36,290,020 

48,579.872 

1921-1922 sales 

4.2% 

10,5% 


Does not include liquidating sales of Tractor Division 
t Does not include $5,688,091 liquidating loss of Tractor Division 


TRACTOR INVESTMENT 

In the year 1917 General Motors Corporation purchased the stock 
of the Samson Sieve Grip Tractor Company of California. This com- 
pany and its product had been under investigation by the president, 
and the purchase was made by him. He became general manager of 
the Samson Tractor Division of the General Motors Corporation. On 
his recommendation the executive and finance committees voted ap- 
propriations for permanent investment in the tractor division amount 
ing to $10,428,416, afterwards increased by $3,021,034, principally 
to cover overrun expenditures, and, in May, 1920, allotted to the 
division $7,000,000 for inventories. At the close of the year 1919 
the division’s new facilities for the production of 100,000 tractors per 
aimum were reported practically complete. (At that time the total 
investment amounted to $7,485,346.) On October 31, 1920, the fixed 
investment in the tractor division amounted to $10,905,927, and work- 
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ing capital to $18,595,144, a total of $29,501,071. The operating 
losses prior to December 31, 1920, and exclusive of extraordinary 
write-offs of that year were: 

$ 24,467 

1,868,986 
1,823,883 
8,228,956 
$11,946,292 

After the tractor was fully developed and priced at $650, it was 
found that it could not be marketed profitably. Prices were raised 
only to discover that sales could not be made in competition with 
more cheaply designed tractors. In the meantime, numerous com- 
mitments for materials had been entered into, with a view to produc- 
ing 70,000 tractors of this class; and, in addition, materials for pro- 
ducing 60,000 tractors of another class. This was the situation as it 
appeared December i, 1920. The loss in liquidating inventories and 
commitments of this division amounted to $21,293,752, in addition 
to the operating losses above noted of $11,946,292, making a total 
loss incurred of $33,240,044. Today the plant of the tractor divi- 
sion has been turned, in greater part, to other uses. As the liquidation 
of this division has been completed, no further operating loss is to be 
expected. 

The localization of the troubles of 1920-1921 makes it possible to 
present a fair comparison of the corporation’s earnings of the years 
1919-1922, inclusive: 


Item iQip ipjo 1921* 1922 

Gross capital employed 

at end of year $469,737,345 $604,806,868 $404,914,312 $522,335,034 

Earnings before divi- 
dends and federal 

taxes 90,517,519 67,779,710 21,116,697 62,611,244 

Federal taxes 30,000,000 3,894,000 6,250,000 

Earnings for stockhold- 
ers before write-offs. $ 60,517,519 $ 63,885,710 $ 21,116,697 $ 56,361,244 
Write - offs of inven- 
tories and commit- 
ments 26,002,188 59,796490** 4,553,796 

Net earnings as per 

annual statements... 60,517,519 37,883,522 38,679,793! 51,807,448 

Sales, cars and trucks. 391,738 393,075 109,396$ 456,763 



The earnings of these four years, 1919 to 1922, inclusive, as shown 
above, are summarized on the opposite page. 


1917 .. 

1918 . . 

1919 .. 

1920 . . 
Total 
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SUMMARY 

Earnings: 

Total earnings for four years, 1919-1922, before taxes 

(including Group I divisions only for 1921) $242,025,170 

Less extraordinary losses (Group I divisions, 1920, 

1921, 1922) 36,290,020 

$aoS,73S.iSo 

Disposition: 

Cash dividends, debenture and prefcircd stocks 22,572,176 

Cash dividends, common stock 65,863,224 

Total cash dividends $ 88,435,400 43% 

Stock dividends paid on common stock 12,940,435 6% 

Federal tax provision 40,144,000 20% 

Total losses. Group 11 divisions 63,910,810 31% 

Surplus 304,505 00% 

$205,735,150 100% 


Thus has General Motors Corporation, in the brief period of five 
years, expanded its plant investment five times under a program that 
was completely financed as work progressed. The wisdom of the plan 
is shown by the fact that there is now demand for 80% of the facili- 
ties provided, with promise of full use of these facilities at an early 
date. The plan is one that calls for no apologies for its inception and 
development, but it should be a source of satisfaction and pride to 
those who were responsible therefor. 

Excepting for the year 1921, earnings of the corporation have been 
satisfactory. The year 1921 showed a shrinkage of 45% in num- 
ber of cars produced, and 4470 in volume of sales, when compared 
with an average of the two preceding years, a record not in itself ab- 
normal, considering the general trend of economic conditions at that 
time. The greater part (68%) of the corporation’s business in 1921 
was satisfactory though suffering losses through the rapid decline in 
values, but these losses, if averaged into the period in which they 
justly belong, leave a satisfactory profit for these years as a whole. 

Narrowing now to the smaller part (32%) of the business of 1921, 
involving only four divisions now active, we find conditions account- 
ing for 70% of the loans that were a matter of great concern during 
the winter of 1920-1921, and accounting for losses of $63,000,000. 
This localization of the source of trouble is a comfort for it reduces 
the likelihood of recurrence. There seems to have been no real neces- 
sity for the management of the divisions involved in losses to have 
faced greater troubles than those experienced in other divisions of 
the corporation where conditions were satisfactory. 

Three considerations make recurrence of the 1920-1921 disaster 
seem unlikely, if not impossible. First, it is doubtful if the sharp 
decline in prices witnessed during that period will recur. The extreme 
rise was due to the war and deflation was more precipitate than ever 
before known. Second, a complete system of inventory and pur- 
chase control has been established in the corporation. This system 
embraces a monthly statement of inventories and future commitments 
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beyond which the divisions are not permitted to proceed without spe- 
cific authority. Under this system a shrinkage in business such as 
occurred in the years 1920-1921 could not result in a repetition of 
the inventory troubles of those years. Third, the system of consoli- 
dated cash control installed during the year 1922 makes possible more 
effective use of the funds of the corporation. 

The purpose of the above recital is to show definitely that the 
troubles of past years were not related to an ill-financed expansion 
program or to delay in receiving the proceeds of financing. It is quite 
certain that the funds provided before the close of the year 1920 were 
sufficient to carry out the whole program and also to finance new 
business offered during the year 1921 and the first half of the year 
1922. It is equally certain that disregard for control of inventories 
and purchase commitments cost the corporation a very large sum of 
money, of which the greater part might have been saved by proper 
safeguards in divisions now differently managed. Further, it is im- 
portant to the stockholders to know that the financial misfortunes of 
the corporation in the past were only slightly related to the manu- 
facture and sale of its products, but that these misfortunes were di- 
rectly related to loose and uncontrolled methods which are now cor- 
rected. 

The General Motors Corporation was formed in 1908 to act 
as a holding company for the stock of several automobile manu- 
facturing companies. In 1916, it was reorganized, and the func- 
tions of actual management were taken over. Each individual 
company or division, however, retained its identity. It remained 
a complete financial unit in that it received its own income, made 
its own expenditures, and did its own borrowing. The nature of 
the control by the General Motors Corporation was that of advice 
without definite, applicable means of enforcement of such advice. 
Future plans for each company were drawn up in conferences 
with the executives of the General Motors Corporation, but in 
actual practice the executive heads of each division were allowed 
to conduct the affairs of their divisions as they deemed wise. The 
theory of the control by the General Motors Corporation was de- 
centralization. 

In addition to the Buick, Cadillac, Chevrolet, Oakland, Olds- 
mobile, and GMC trucks, the General Motors Corporation manu- 
factured these nationally advertised trade-mark products: Fisher 
bodies, Delco light and power plants, Frigidaire, Hyatt roller 
bearmgs. New Departure ball bearings, Klaxon horns, Harrison 
radiators, Delco-Remy starting, lighting, and ignition systems, 
Jaxon rims, and AC spark plugs. 
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Geographically, the manufacturing plants were distributed as 
follows: 


California 


New York 

4 cities 

Connecticut 


Ohio 

3 cities 

Illinois 

I city 

Pennsylvania 

2 cities 

Indiana 


Texas 

I city 

Missouri 


Wisconsin 


Michigan 

New jersey 

■ 3 cities 

Canada 



Under the supervision of the General Motors Export Company 
and General Motors, Limited, of Great Britain, which had sales 
branches in many parts of the world, the General Motors Corpora- 
tion was developing extensive markets for motor cars abroad. 

The situation resulting in 1921 from the policy of decentralized 
control is described in the foregoing quotation from the annual 
report of 1922. The problem that the company faced was that 
of devising a method of control so centralized that the misman- 
agement of 192 1 might not be repeated. At the same time it was 
necessary that the method be sufficiently decentralized to allow 
the chief executives of the different divisions freedom of judg- 
ment, and to give them a sense of responsibility. It was necessary, 
furthermore, that the executives of the General Motors Corpora- 
tion be left free to devote their time to questions of fundamental 
policy rather than to administrative routine. The executives were 
convinced that in an organization so large and widely diversified 
as the General Motors Corporation, a clear and well-recognized 
distinction should be made between questions of fundamental poli- 
cy and the administrative application of such policies. 

The following method of inventory control was devised and 
adopted in 1922. At the beginning of each year the executives 
in charge of each of the divisions were to prepare forecasts of 
sales for the coming year and detailed estimates of the working 
capital required to finance the production decided upon. The 
forecasts were to be threefold: First, an “optimistic” forecast, 
which was to be an estimate of the largest sales that might be ex- 
pected; second, a “conservative” forecast, which was to be an 
estimate of the sales really expected by the executives; third, a 
“pessimistic” forecast, which was to be an estimate of the sales 
under the worst conditions that might be expected. 

On the twenty-fifth of each month, the executives in charge of 



3i6 problems in BUSINESS ECONOMICS 

each division were to prepare forecasts of sales and production 
in dollars for the current month and the following three months. 
Forecasts were also to be made in units for divisions in which this 
information was significant. With these forecasts as a base the 
same executives were to estimate in detail the amount of inventory 
on hand at the end of each of the four months. The sum of inven- 
tories and commitments at the time of the forecasts should not 
extend beyond what was needed for the following four months. 
The estimates and forecasts were forwarded each month to the 
executive in charge of the general group. The different divisions 
were classified into groups according to whether they were motor 
car, accessory, or research divisions. There was an executive in 
charge of each group. They then were forwarded to the president 
of the General Motors Corporation. The estimates and fore- 
casts of each division executive required the approval and author- 
ization to act of both the group executive and the president of 
the General Motors Corporation. In the president’s office the 
reports were scanned carefully by an assistant who made notations 
of any unusual figures. The president spent about one day each 
month in analyzing such reports. 

In order that the system would be sufficiently flexible to provide 
for situations in which it was desirable to make commitments for 
materials in excess of four months’ supply, it was provided that 
any division head might fill out a form for these forward commit- 
ments, stating the amount and reasons therefor. This also was 
forwarded to the group executive and the president of the corpo- 
ration. Such commitments required the personal approval of 
each of these executives. 

Assistants in the president’s office summarized the foregoing 
estimates into one forecast for the General Motors Corporation as 
a whole, to include inventory, turnover, production, sales, finished 
stock on hand, and commitments. Running comparisons of all 
estimates with actual results embracing an eight months’ period, 
were niade in the president’s office at the end of each month for 
each division. These provided a basis for interpreting current 
forecasts in the light of their accuracy during the preceding four 
months. The comparisons for each division were summarized 
into one comparison for the General Motors Corporation as a 
whole. This was submitted monthly by the president to the fi- 
nance committee. In order to stimulate the different divisions to 
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strive for accuracy in making their forecasts, a general score sheet 
was prepared in the president’s office and forwarded to each of the 
divisions every month. On this sheet the divisions were listed in 
the order of the percentage of accuracy of estimates. 

In addition to this administrative procedure for the control of 
inventory, a new method of cash control was devised and adopted. 
Under the old method each division managed its own cash; each 
made its own collections and disbursements, and did its own bor- 
rowing. Thus it had happened that one unit might be under the 
necessity of borrowing heavily, handicapped by heavy local de- 
mand for banking accommodations; at the same time another unit 
might have excess deposits drawing little or no interest. Trans- 
actions between the different companies were made on a cash basis 
and approximately $11,000,000 was always in the process of 
transfer. The problem in 1922 was to devise a method of cash 
control whereby borrowings could be made more easily and at 
better rates of interest, and intercompany transfers facilitated. 

Under the new method of cash control central reservoirs were 
established for the funds of all units, and telegraphic remittances 
of funds were substituted for the slower remittances by mail. The 
control of cash by each unit was done away with and replaced by 
a general cash fund controlled by the executives of the General 
Motors Corporation for the benefit of all units. 

Each sales branch was to have one bank account at which aver- 
age deposits amounting to 30% of the lines of credit extended were 
to be maintained. All such deposits would receive interest at 2 ^ . 
A maximum and a minimum amount for each deposit were estab- 
lished, the difference between such a maximum and minimum to 
equal the average cash receipts deposited by each sales branch in 
three days’ time. The maximum was established at a point slight- 
ly higher than 30^ of the line of credit and the minimum slightly 
lower in order that the average deposits might equal 30%). As 
soon as the deposits in any bank reached the maximum, the bank 
was to wire through the Federal Reserve System an amount equal 
to the difference between the maximum and minimum to one of a 
dozen New York or Detroit banks designated as General Motors 
Corporation depositories. Instead of settling intercompany trans- 
actions by checks and mail, such transfers were to be made on 
white slips which were reported to the General Motors Corpora- 
tion depositories. These banks were to balance such transactions 
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at frequent intervals, thereby performing the functions of a clear- 
ing-house. In this way the $11,000,000 formerly tied up in the 
process of intercompany transfers was reduced to less than 
$1,000,000. 

Opposition to the introduction of this system was encountered 
on the part of those units which had been for the most part in a 
favorable credit position and were loath to give up the control of 
their own cash. The executives of the General Motors Corpora- 
tion, however, were able to convince them that cash always would 
be available to them when needed and that central control of cash 
would be to their advantage both in times of prosperity and of 
strain. Each division was to submit in advance to the General 
Motors Corporation a weekly budget for its expenditures. Such 
a budget required the approval of General Motors Corporation 
executives in the same way as did inventory and commitment 
statements, but in practice the budgets of the different units were 
accepted without question. Upon the approval of their budget 
the divisions were free to draw cash up to the amount of the 
budget. 

The introduction of this system reduced the number of bank 
accounts substantially; it secured a standard rate of interest on 
all deposits somewhat higher than the average rate before re- 
ceived, and it increased the lines of credit available to the units 
of the General Motors Corporation as a whole. The amount of 
cash needed was reduced and its effectiveness was increased. 

B. THE EXPANSION OF OPERATIONS 

12. SYMS MANAGING COMPANY— EXPANSION POLICY OP A 
COTTON MILL IN MARCH, I920 

The Syms Managing Company was situated in a well-known 
mill city in North Carolina and managed ii cotton mills situated 
in that state. The Syms Company was associated closely with 
the Syms Engineering Company and the Syms Holding Com- 
pany. Each company had its own board of directors which was 
composed, in part, of representatives from each of the other com- 
panies. The actual operation of each company was entirely dis- 
tinct from that of the others. The Syms Holding Company 
owned controlling stock in each of the cotton mills. The organ- 
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ization of the Syms Managing Company managed and advised 
each of the mills which was controlled by the holding company. 
The managing company received a fixed fee from each mill that 
it served. For the benefit of the mills and the managing com- 
pany there was also the Syms Engineering Company which gave 
engineering advice and designed new construction desired by the 
mills or the managing company. The engineering company also 
received a fixed fee from the mills for each job performed. The 
figure below illustrates graphically the relationship of the differ- 
ent companies. 



In March, 1920, the Syms Managing Company contemplated 
the expansion of one of the mills which produced ginghams sold 
under three well-established trade-marks. The mill was about 
20 years old and represented an investment of approximately 
$5,000,000. Fifty-one per cent of the stock was held by the 
Syms Holding Company, and the remainder was scattered among 
individual investors. Each year the mill had been able to show 
substantial profits. In 1919 and 1920, the demand for ginghams 
increased. The demand for ginghams never fluctuated in such 
extremes as did many other types of cotton goods. Ginghams 
were used extensively by persons of low income as a staple cloth 
for dresses. In times of business depression there was an addi- 
tional demand from people of higher income who were forced to 
economize. 

The executives of the mill and those of the Syms Managing 
Company stated that more ginghams could be sold if the produc- 
tive capacity of the mill were increased. If the mill were ex- 
panded, more modern cotton machinery than that in operation 
could be installed which might aid materially in competition with 
other mills. The executives of the mill and those of the Syms 
Company were of the opinion that the increased demand for 
ginghams was permanent and that the mill should expand at that 
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time in spite of excessive building costs. The profit gained by 
securing a larger proportion of the increased demand more than 
compensated for the loss incurred by building at high costs. Since 
labor and material costs formed such a high proportion of the 
total, a higher cost of construction resulting in greater overhead 
charges was of less importance in this industry than in many 
others. There was a possibility that the current increased 
demand for ginghams was temporary, and that a decrease in 
demand would follow shortly. 

The decision was made, however, to expand the mill at once. 
The Syms Engineering Company had already drawn up plans for 
the new construction, and contracts were made with an outside 
company to build. The cost was to be about $2,500,000. To 
finance this the mill sold $2,000,000 of preferred stock. 
Heretofore, there had been no preferred stock outstanding. 
Neither the mill nor the managing company was willing to sell 
common stock, although this could have been done. If common 
stock had been issued it would have been necessary for the hold- 
ing company to subscribe in cash for 51^ of it to retain control 
and cash was not available. Ten days after the contract was let 
the price of cotton began to break. Customers reported that they 
were unable to sell the ginghams they had in stock. Indications 
in general business conditions, in the opinion of the executives, 
were that the great prosperity of the previous 12 months was at 
an end. The executives stated that the demand for ginghams was 
still great enough to justify the expansion of the mills. Never- 
theless, if the demand were interrupted temporarily, postpone- 
ment of the new construction was possible. Since there were 
more orders than could be filled, the mill might be operated at 
night for a short period. Opposition of cotton mill labor, how- 
ever, was a serious objection to this. The laws of the state in 
which the mill operated forbade the employment of women at 
night, but it was possible to put male employees on the night shift 
and employ new women for the day shift. The construction 
company refused to cancel the contracts for less than $60,000. 
Moreover, the Syms Engineering Company would lose its fee for 
the new construction. 

The executives of the mill and of the Syms Managing Com- 
pany stated that these costs were less than what might be saved 
for the mill, and, therefore, for the Syms Holding Company, by 
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postponing construction. They decided to cancel the contracts 
and postpone construction until building costs declined. 

13. PENDER TEXTILE COMPANY — CONSTRUCTION OF NEW 
MILL BUILDING IN I92O 

The Pender Textile Company was a long-established cotton 
manufacturing company in New England. It produced fancy 
cotton goods, known as sateens, coutils, and twills. The mill 
machines had been replaced constantly as improved types were 
developed. The mill building, however, was nearly loo years 
old. In 1919, it became necessary to replace machinery in two 
manufacturing departments. The section of the building devoted 
to one department did not allow the installation of new machines 
in locations where their operation was most economical; the 
other department contained space for only five machines, al- 
though six machines could be used to advantage, if sufficient 
room were available. Analysis of the problems connected with 
the installation of the new machinery brought up the question 
of whether or not to erect a new mill building to replace the old 
structure. 

The old building was of a type of construction which had be- 
come obsolete. Economies of production to be secured from 
proper location of machines could not be realized. In one 
instance, material in process was trucked one-fifth of a mile from 
one machine to the next. It was impossible to remodel the old 
building in order to adapt it to modern machinery. 

In November, 1919, a firm of mill engineers which the com- 
pany consulted recommended the erection of a new building. In 
their report the engineers stated that proper arrangement of 
machinery was as important in successful cotton manufacturing 
as possession of modern equipment. They estimated that in a 
new building of the same capacity, 20^ fewer employees and 
33% less supervision were necessary than were required in the 
old building. It was pointed out, also, that the existing storage 
facilities for raw cotton were inadequate. 

The engineers emphasized the beneficial effect of a new build- 
ing on the employees. The old factory had small windows which 
did not allow proper ventilation and light. In the weaving room, 
operators worked under gas light. Sanitary conditions were 



322 


PROBLEMS IN BUSINESS ECONOMICS 


not modern. Hence, in the active competition for labor, the 
company could retain its employees more easily if a new build- 
ing, with sufficient light, adequate ventilation, and more sanitary 
working conditions were constructed. 

Failure to replace the old building might make it more difficult 
to retain the most successful overseers and the men being trained 
for executive positions. Such men usually preferred to affiliate 
with a company which had a modern plant and progressive poli- 
cies. Among both the executives and workers, a greater pride in 
the organization could be stimulated and the morale strengthened 
if the company erected a new building which exemplified the 
most advanced ideas in mill-building construction. 

The Pender Textile Company made satisfactory profits during 
the first half of 1919, and in November of that year its current 
assets were more than $2,500,000 in excess of current liabilities. 
Demand for its product could not be fulfilled with the limited 
capacity of the old plant. In a new building, operation of the 
plant 24 hours per day was possible, as contrasted with the single 
shift in the old one. In addition to the increase in capacity al- 
lowed by continuous operation, 7 . 0^0 more ring spindles were to 
be added, bringing the total to 125,000. 

Although it was possible to postpone the undertaking at that 
time, the treasurer knew that the old building had to be replaced 
within a few years. Other textile mills were erecting new build- 
ings at that time. The excellent showing of the profit and loss 
statement, as well as the satisfactory excess of current assets over 
liabilities, prevented any difficulty in financing. The treasurer 
planned to reduce current assets by $1,000,000 and secure 
$1,500,000 from stockholders. 

Despite the reduction to be secured in manufacturing costs by 
the erection of a new building, the Pender Textile Company was 
already in a favorable position to meet competition, by reason 
of its modern machinery. Although other mills occupied build- 
ings constructed later than those of the Pender Textile Company, 
machinery in the former had not been replaced consistently 
in order to obtain economies of improvements. Since the com- 
pany was not handicapped seriously in the competitive market, 
it was feasible to delay the new construction. The increase in 
building costs during 1919 was marked. In spite of shortage of 
labor and materials, there was a possibility that the demand for 
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new construction might be curtailed because of excessive prices. 
Such curtailment was likely to result in lower costs, but it was 
difficult to estimate when this condition was likely to develop, in 
view of the prosperity of general business conditions. In order to 
finance the new building, a reduction in current assets was neces- 
sary, and, although the current ratio was to be lowered to a point 
only slightly less than 2 to i, the strong financial position of the 
company was weakened by a transfer of current assets to fixed 
assets. Demand for cotton goods was extremely active, and no 
consideration was given to the possibility that it might decline to 
such an extent that the mill’s increased capacity would become 
a burden rather than an advantage. 

The amount by which the cost of the building exceeded stock- 
holders’ subscriptions was to be paid from current earnings, and 
because of the ease of financing, the company placed a contract 
for construction in December, 1919. Capital stock was increased 
by two-thirds, and its sale to stockholders at a premium of s>ofo 
above par yielded $1,500,000. 

While construction was in progress, building costs advanced 
steadily. By the time the mill was completed, the total cost to 
the company exceeded the original estimate by $1,000,000. The 
machinery was transferred to the new structure, and the mill 
was prepared to produce at a lower cost than previously had been 
possible. Demand for cotton goods, however, had declined 
sharply. The value of inventory decreased, so that with the 
extra cost of building, current assets were $500,000 less than 
current liabilities. Although the company’s working capital 

Pender Textile Company — Balance Sheet as of April 30, 1921 
(In thousands of dollars) 

ASSETS LIABILITIES 

Real Estate and Machin- Capital Stock 2,499 

ery 4,668 Accounts Payable 150 

Inventories i,4S8 Notes Payable 2,750 

Deferred Charges 53 Reserve for Depreciation 54 

Cash 485 Reserve for Taxes 75 

Notes and Accounts Re- Other Reserve 665 

ceivable 1,235 Capital Surplus 500 

Profit and Loss Surplus . 1,206 . 

7,899 7,899 
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always had been adequate without resort to outside creditors, it 
became necessary, during the decline in the cotton goods market, 
to secure loans from banks. The balance sheet on April 30, 1921, 
was as given on page 323. 

The income for the year ending April 30, 1921, was: 


Net Earnings $219,000 

Dividends 294,000 

Deficit to Surplus 75 >000 


It was not until the spring of 1923 that a full production 
schedule was effected. 

14. WAUBESA MILL — EXPANSION IN THE SOUTH IN 1923 

The Waubesa Mill, a cotton mill situated in Rhode Island, 
manufactured print cloths and sheetings. In addition to the 
cotton mill, print works which consisted of a bleaching and fin- 
ishing plant were operated. Besides the mill’s own products, 
grey cloth was purchased from other mills, principally in the 
South, to be finished in the print works. Forty per cent of the 
products of the bleachery was of Waubesa cloth, and 6o% of 
the cloth was purchased outside. Although part of these bleached 
goods were sold in New England and other eastern states, most 
of them were sent to St. Louis, Cleveland, Kansas City, and 
Indianapolis. The largest item of cost of these goods when de- 
livered, was transportation. The bleaching and finishing cost was 
relatively low. During the decade of 1910 to 1920 it became 
apparent that these bleached goods were one of the most profit- 
able products of the Waubesa Mills. 

In March, 1923, the directors discussed the advisability of 
expanding the bleachery capacity in order to supply more of this 
western market. At the same time, they decided to add wide 
sheetings to the products already manufactured. There were 
few manufacturers of such sheetings, and the demand for them 
in western markets was active. There were numerous con- 
verters who bought these wide sheetings unfinished at the vari- 
ous mills, had them finished, and sold them in the western mar- 
kets. The existence of these converters suggested that there 
was an excellent opportunity for a well-established mill to manu- 
facture these sheetings and sell them in the western markets. The 
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directors held the opinion that the mill could give better service 
to customers than could the converters because it could guarantee 
unvarying quality at all times. 

In 1922, a study had been made of the relative advantages of 
the North and South as locations for the new mill and print 
works. Labor costs appeared to be less in the South than in 
the North, and for such a product it was practicable to employ 
cheaper labor. This differential in cost was not expected to con- 
tinue indefinitely, as the cotton mill business expanded in the 
South, but its continuance seemed probable for eight or ten years. 
The South, moreover, had two permanent advantages. It was 
nearer to the mills from which the grey cloth for bleaching was 
purchased and also to the middle western market. Inasmuch as 
transportation costs were important, these two factors favored 
location in the South. 

The directors did not desire to postpone action for any length 
of time, because other northern mills also were considering ex- 
pansion in the South for the production of similar cloths. Any 
delay, therefore, handicapped the Waubesa Mill in competing 
for the market. An option had been obtained on a particularly 
favorable site which had an ample supply of water suitable for 
bleaching, and was in the vicinity of numerous grey goods mills. 
If this site were not bought immediately, the directors were 
apprehensive lest other Northern mills should secure it. On the 
other hand, compared with pre-war levels, construction and ma- 
chinery costs were still high.^ Both had declined from the peak 
in 1920 to a low point reached in April, 1922. The average cost 
of construction had risen from its low point, but the directors 
were of the opinion that current prices were low compared to 


Tuttle Index of Construction Costs. 


January . 
February . 

April . . . . 

May 

June 

July 

September 
October . . 
November 
December 


1914 — 100; 1920 — 228. 

1921 1922 


241 152 
120 152 
197 152 
186 IS2 
176 IS7 
172 169 
167 171 
161 174 
160 190 
iS7 192 
IS4 IQ2 

153 192 


1923 
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what they might be in the near future. At least, the directors 
did not expect the costs to be much lower in the next five or six 
years. Several directors were apprehensive lest the actual costs 
might be higher than the bids that had been obtained. 

It was estimated that the sum of $2,500,000 was required for 
the proposed construction. To finance this, no additional capital 
was needed. Several times the mill had financed expansion from 
current funds, and this practice was common among New En- 
gland woolen and cotton mills. The current financial position of 
the mill was strong, and its line of credit at the banks was not 
being used. The necessary money could be spent, therefore, 
without endangering the mill’s credit standing. Although cash 
was not available, the mill could sell notes on the open market, 
where its commercial paper was well known and highly regarded. 

The sales of the mill had been heavy in the preceding few 
months, and the rate of earnings was as high as at any time in 
its history. The directors predicted favorable business condi- 
tions for the next few years with possible temporary fluctuations. 
It was decided to start construction in the South immediately. 
The necessary paper was sold on the open market, and it was 
hoped that tins could be repaid from future earnings, although 
if necessary, more stock could be sold at a subsequent date. 
The construction of the mill was expected to be finished in the 
summer of 1924. 

By the summer of 1923, construction costs had risen and the 
directors did not regret that the expansion had been undertaken 
in March, Although the demand for textile goods had decreased 
materially, this appeared to be only a seasonal fluctuation. 

15. T. T. LANE WHOLESALE GROCERY COMPANY — ^EXPANSION BY 
CONSOLIDATION IN I919 

The T. T. Lane Wholesale Grocery Company, which sold im- 
ported food products, groceries, and provisions, had a wide dis- 
tribution throughout the eastern section of the United States, 
and was well known as one of the leading companies in the trade. 
It had been unable, however, to compete successfully in the Mid- 
dle West with local wholesalers, except in imported products and 
a few specially branded canned foods, because of the additional 
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cost of freight rates and inability to render quick delivery ser- 
vice. Late in 1919, information reached the company that the 
Wholesale Provision Company, a well-established company in St. 
Louis, was willing to sell its business, and the executives of the 
T. T. Lane Wholesale Grocery Company considered the advis- 
ability of buying it. 

The company decided previously that expansion in the St. 
Louis territory could be accomplished more easily by the pur- 
chase of an established business than by the establishment of the 
company’s own branch office and warehouse. To build up a new 
sales organization required time for development and great ex- 
pense, since the name was little known in that locality. The ter- 
ritory was covered adequately by the existing wholesalers, and 
competition was keen. 

The advantages in purchasing the Wholesale Provision Com- 
pany consisted chiefly in its firmly established position in the 
trade and its enviable reputation for integrity. As successor to 
this company, the T. T. Lane Wholesale Grocery Company had 
the opportunity to secure at once both good-will and prestige. 
A well-organized sales force existed and the salesmen, because 
of their acquaintance with the retailers in their territories, 
could continue to secure orders for the successor to the Whole- 
sale Provision Company. A mail-order business, which had 
been developed carefully until it constituted alAiost 20 % of 
the volume of sales, also accrued to the purchaser. 

Negotiations were undertaken to determine the terms on 
which purchase might be made. The balance sheet of the Whole- 

Wholesale PiiovisioN Company— Balance Sheet as of 

December i, 1919 

ASSETS liabilities 


Cash $ 158,000 

Accounts and Bills 

Receivable 314,000 

Inventory 776,000 

Deferred Charges . . . 4,000 

Total of Current As- 
sets .*..$1,252,000 

Plant and Equipment 41,000 

$1,293,000 


Notes Payable $ 500,000 

Accounts Payable . . 130,000 

Common Stock and 
Surplus 663,000 


$1,293,000 



PROBLEMS IN BUSINESS ECONOMICS 


328 

sale Provision Company as of December i, 1919, is given on the 
preceding page. 

It was proposed to effect a consolidation by purchase of the 
assets of the company, rather than by purchase of the common 
stock, which was owned by four men. The result was practically 
the same by either method, since the assets were acquired. The 
plan suggested, however, gave clear title to the assets without the 
possible appearance, later on, of claims against the corporation. 
The proceeds of the sale were to be distributed among the common 
stockholders of the Wholesale Provision Company, and liqui- 
dation of the corporation was to follow. 

The assets consisted of the following: entire stock of merchan- 
dise and supplies in merchantable condition; fixed assets con- 
sisting of furniture, fixtures and equipment; accounts receivable; 
a long-time leasehold; good-will, trade-marks, trade names, and 
labels. 

The price paid for merchandise was fixed at the actual net 
cash cost of the inventory on hand on December 27, 1919, or 
market value, whichever was lower. Accounts receivable were 
valued at their face amount, with the guarantee by the vendor 
that all accounts were to be paid in 60 days. Accounts not paid 
within this time were transferred to the Wholesale Provision 
Company, which paid the purchaser the face amount. A portion 
of the receipts from the sale was to be deposited with a trustee by 
the vendor as a pledge of payment for all accounts so transferred. 
The price of the fixed assets was their book value less deprecia- 
tion on December 27, 1919, provided that this value did not 
exceed the book value of each individual item on January 1,1919. 
The leasehold was assumed by the purchaser. No separate price 
was stipulated for good-will, trade names, trade-marks, or labels. 

These terms were approved by the executives of the T. T. Lane 
Wholesale Grocery Company. Merchandise inventory had been 
bought only for the purpose of resale to customers, and its cost 
was not excessive. The long-time lease was valuable to the 
holder inasmuch as rents had risen nearly 100% since it was 
made, and no separate price was asked for it. Good-will and 
trade names, which were secured without cost, were of great 
value to the company. A well-established demand existed for 
several of the brands. 
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The entire purchase price, with the exception of $41,000 for 
fixtures and equipment, was an investment in current assets. 
This made possible the financing of the purchase by bank loans. 
The financial position of the T. T. Lane Wholesale Grocery 
Company on December r, igig, was represented by the balance 
sheet below. 

T. T. Lane Wholesale Geocery Company — Balance Sheet as of 
December i, 1919 


ASSETS 


Cash $ j, 420, 000 

Inventory 5,282,000 

Accounts and Bills Re- 
ceivable 4,684,000 

United States Liberty 

Bonds 172,000 

Miscellaneous Inventory. 24,000 
Employees’ Stock Sub- 
scriptions 59.°°o 

Current Assets $11,641,000 

Plant and Equipment — 1,362,000 

Investments 1,063,000 

Deferred Charges 170,000 


$14,236,000 


LIABILITIES 


Bills Payable $ 4,750,000 

Accounts Payable 815,000 

Taxes 382,000 

Special Deposits 106,000 

Current Liabilities $ 6,053,000 

Preferred Stock 5,300,000 

Common Stock (150,000 
shares without par 
value) 2,883,000 


$14,236,000 


It was known that the Wholesale Provision Company had 
been operated during 1919 without profit, in spite of the increase 
in prices during the year. This was ascribed to inefficient 
management. Expenses had not been analyzed carefully, and a 
profit and loss statement had been secured only twice a year. 
The stock-turn of six times a year was regarded as low by the 
T. T. Lane Wholesale Grocery Company executives, and could 
be increased by more able management. By installation of a 
complete accounting system, additional information on costs and 
monthly profit and loss statements could be secured. Employ- 
ment of methods already in use in the central office of the T. T. 
Lane Wholesale Grocery Company gave an opportunity to realize 
profits from operations in the St. Louis branch. The purchase 
added 20% to the total sales volume of the company. Economies 
in management expense and advantages of increased buying 
power were made available. 

It was impossible to estimate, however, how many sales might 
be lost by the change in name, since customers were not familiar 
with the Lane company. Although the good-will of the Whole- 
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sale Provision Company was transferred, it was not certain that 
the patronage of all its customers could be secured. No consider- 
ation had been given to the inflation of prices at the time and the 
danger of increasing inventory because of the condition of rising 
prices during future months. 

The purchase was deemed an advantageous means of estab- 
lishing a branch in St. Louis, and on September 2, 1919, a con- 
tract between the two companies was signed. The price was in 
excess of a million dollars, as indicated by the value of the assets 
on the balance sheet. In settlement, $200,000, par value 7% 
cumulative preferred stock of the T. T. Lane Wholesale Grocery 
Company was taken at the rate of 98% of par value, plus ac- 
crued dividends. This stock was deposited by the Wholesale 
Provision Company as security for faithful performance of the 
contract and was to be released when all accounts receivable 
had been transferred or collected. The balance of the purchase 
price was paid in cash. 

16. TUTTLE TIRE COMPANY — EXPANSION BY PURCHASE OP A 
BANKRUPT COMPANY 

The Tuttle Tire Company was incorporated in 1916 for the 
manufacture of pneumatic automobile tires and tubes. The 
product was of high quality and soon became well known to motor- 
ists. Growth was steady and gradual; in 1922 total sales were 
$6,500,000. In that year 450,000 tires and 407,500 tubes were 
made. Competition was keen in the sale of tires, because during 
the preceding prosperous period the capacity of the industry had 
been increased beyond the requirements of consumers. Price- 
cutting was prevalent, and the margin of profit for manufacturers 
was narrow. Early in 1923 the officers of the Tuttle Tire Com- 
pany deemed it advisable to acquire a mechanical rubber goods 
department to supplement the manufacture of tires. They be- 
lieved that satisfactory profits were realized in this industry. 
They were unwilling to undertake the establishment of a me- 
chanical rubber goods department because of the time and ex- 
pense necessary for the development of products, the lack of 
production experience, and the difficulty of introducing new 
products in the market. Several purchases had been considered 
but no action was taken. It came to the attention of the officers 
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that the Stuart Rubber Company, which had been operated by a 
receiver since January, 1921, might be purchased. 

The financial position of the Tuttle Tire Company was strong.^ 
It had realized liberal profits since its incorporation, and losses 
in 1920 and 1921 had not been serious. Although the company 
was one of the less important tire manufacturers, its product was 
distributed throughout the United States from 14 sales branches 
located in principal distributing centers. Sales were made from 
the branches to tire retailers. The balance sheet on March 31, 
1923, was as given on page 332. 

The Stuart Rubber Company was incorporated in 1901 and 
manufactured a variety of hoses, belting, molded goods, and hard 
rubber products. In 1906 production of pneumatic tire casings 
and solid truck tires was started. Tire operations were success- 
ful, and in 1916 an additional plant was acquired. Total sales 
in 1919 were $18,000,000, approximately half of which repre- 
sented the sale of tires. In anticipation of sustained prosperity, 
the officers of the Stuart Rubber Company during 1919 and 1920 
placed contracts for raw materials in excess of the quantity 
usually required. 

When commodity prices declined in the latter part of 1920 
and 1921, the company was unable to pay for raw materials at 
commitment prices and to manufacture finished products to be 
sold at the low prices which prevailed. A receiver was appointed 
for the company in June, 1921. Although operations were con- 
tinued, losses were incurred under the administration of the 
receiver, because of the inability of the management and the 
disorganized condition of the industry. Sales in 1922 were 
$6,500,000. 

The chief advantage for the Tuttle Tire Company in the 
purchase of the Stuart Rubber Company was the acquisition of 



No dividends on common stock were paid dunng the years 1917, 1918, and 1919. 
In June, 1920, the regular quarterly dividend of so cents per share was resumed 
and paid regularly thereafter. 
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Tuttle Tire Company— Balance Sheet as of March 31, 1923 


ASSETS 


Cash 

$ 345,700-00 


Trade Acceptances 

185,300.00 


Notes Receivable 

31,700.00 


Accounts Receivable Less Reserves . 

1,862,300.00 


Inventories at Cost 

2,668,000.00 


Working Funds 

22,800.00 


Advances to Employees 

3,200.00 

$5,119,000.00 

Advance on Behalf of Employees’ 


Stock Purchase 

. $ 74,900.00 


Deferred Charges 

168,500.00 


Plant and Equipment 

. 1,662,000.00 


Patents and Trade-Marks 

92,300.00 

1,997,700.00 



$7,116,700.00 

LIABILITIES 

Notes Payable 

.$1,200,000.00 


Accounts Payable 

365,200.00 


Accrued Liabilities 

244,300.00 

$1,809,500.00 

Reserve for Adjustment of Tire 



Claims 

.$ 40,200.00 


Reserve for Depreciation of Plant 



and Equipment 

541,600.00 


Reserve for Contingencies 

20,000.00 


Reserve for Taxes 

57,700.00 

659,500.00 

Declared Capital Stock, No Par 



Value 

.$ 750,000.00 


Working Capital— Cash and Book 


Value of Assets Acquired in Excess 


of Required Declared Capital. . . 

. 3,413,600.00 

4,163,600.00 

Surplus 


484,100.00 



$7,116,700.00 


an established mechanical rubber goods department. A consis- 
tent profit except for comparatively slight inventory losses was 
shown by the operations of this division of the company. The 
operating loss and most of the inventory loss occurred in the 
tire department. A well-organized sales department existed, and 
economical manufacturing processes had been developed. In 
addition to the rubber goods department, the solid truck tires 
division was profitable; its output constituted about 10% of the 
total sales volume. Competition in the sale of this product was 
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less active than in that of pneumatic tires, because the former 
was manufactured by only seven other companies. Addition of 
this product to those of the Tuttle Tire Company was considered 
a distinct advantage. By the purchase, furthermore, the econ- 
omies of an increased output could be realized in the purchase of 
raw materials and the distribution of overhead expense. The 
Tuttle Tire Company, also, acquired the good-will and trade 
names of the Stuart Rubber Company. Although the quality 
of the Stuart tire was not as high as that of the Tuttle tire, the 
addition of the former brand increased the number of buyers to 
which the products of the Tuttle Tire Company appealed. 

Notwithstanding the possibility of purchasing the company at 
an advantageous price, the benefits to be derived might be over- 
balanced by the disadvantages. A production capacity for pneu- 
matic tires with an output one-half as large as that of the existing 
plant was acquired by the purchase, in addition to the mechan- 
ical rubber goods department. Profits realized from the latter 
might be offset by losses on tires. Severe competition existed 
in the industry, and the majority of tire manufacturers were 
operating on narrow margins of profit. There was no assurance 
that conditions in the tire industry were to improve imme- 
diately. The method of distribution for Stuart tires was disor- 
ganized; they were sold through exclusive retail agents in some 
localities and through several retailers in others. The officers of 
the Tuttle Tire Company had developed no comprehensive plan 
of distribution for both tires. It was uncertain whether or not 
the two sales organizations could be combined. Although the 
trade name Stuart was valuable by reason of its established posi- 
tion, ill will also was attached to it because of deterioration in 
quality. Since the two factories were located in cities 20 miles 
apart, it was impossible to foresee how completely control of 
operations could be centralized. The reorganization of both the 
production and sales departments of the pneumatic tire division 
at a time when the industry as a whole was depressed by an 
excess of production capacity over demand was a severe test for 
the energy and capability of the management. 

The officers, however, decided to institute negotiations with 
the creditor's committee of the Stuart Rubber Company. In 
March, 1923, the committees representing creditors and stock- 
holders had adopted a plan to reorganize the Stuart Rubber Com- 
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pany which necessitated subscriptions for new securities from 
stockholders of at least $i, 000,000. This amount was not 
secured and the plan was discontinued. The Tuttle Tire Com- 
pany made the following proposal to the creditors’ committee 
which was in control of the situation. The committee was to 
organize a new corporation called the New Stuart Tire Company, 
with an authorized capital of 50,000 shares of no par value com- 
mon stock. The committee was to assign to the new company 
all the claims against the old company which had been deposited 
with it, and in return to receive the total common stock of the 
new company. A receiver’s sale for the Stuart Rubber Company 
was to be arranged, at which the new company could bid for the 
property. It could offer for pa}mient cancelation of the total 
creditors’ claims and the assumption of the receiver’s certificates 
and reorganization expenses. Merchandise claims amounted to 
$2,600,000 and bank claims to $2,900,000. The receiver had 
issued $1,900,000 of certificates, and the expenses of the organi- 
zation committee were approximately $175,000. All claims 
except $70,000 had been deposited with the creditors’ committee. 
If the new company’s bid was successful the creditors’ committee 
was to transfer the total issue of common stock which it held to 
the Tuttle Tire Company. In return the latter would agree to 
guarantee payment of obligations assumed by the new company. 

In addition, the Tuttle Tire Company was to transfer a por- 
tion of its common stock to the creditors’ committee for payment 
of creditors who had deposited their claims. Distribution among 
creditors was to be at the rate of shares for each $100 of 
claims against the old company originally held by banks and 
by creditors who had made deliveries of merchandise up to 80% 
of the total of each claim. To creditors who had claims for 
breach of contract, but had not made deliveries of merchandise, 
lYi shares were to he transferred for each $100 of claims up to 
55% of their amount. It was stipulated that not more than 
65,000 shares were to be paid. Since the market price of the 
stock was $29 a share, the value of the stock paid was approxi- 
mately $1,900,000, and the number of shares issued was 150,000. 
Cash in the amount of $2,082,000 was paid to retire the receiver’s 
certificates, pay committee expenses and 10% on the non-par- 
ticipating creditors’ claims of $70,000. Total assets of the Stuart 
Rubber Company were approximately $7,500,000; the plant was 
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valued at $3,840,000. Under the terms of the offer these were 
acquired at a net cost to the company of about $4,000,000. 

The plan was accepted by the creditors’ committee. The 
officers deemed its adoption advisable in order to acquire the 
mechanical rubber goods division, and in June the purchase was 
completed. 

17. HAETWICK MINING COMPANY — CONSOLIDATION TO EPFECT 
PRODUCTION ECONOMIES^ 

In 1922, the Hartwick Mining Company produced 70,000,000 
pounds of copper, or about 3% of the total world output. 
Contiguous to it were the properties of four other companies, 
in each of which it owned from 25% to 51% of the capital stock. 
The companies were operated separately, although sales were 
made exclusively through the Hartwick Mining Company. In 
the spring of 1923, the president of the Hartwick Mining Com- 
pany proposed that a consolidation be effected, in order to oper- 
ate the mines as a whole and thereby effect production economies. 

The properties of the Abbott Copper Mines, the Bright Mines, 
Incorporated, the Hartwick Mining Company, the Noyes Cop- 
per Mining Company, and the Richardson Mining Company 
were situated along the outcrop of a vein of copper. The Hart- 
wick Mining Company had been in operation for 60 years; the 
life of the others ranged from 20 to 50 years. In this region 
copper was mined at cost ranging from 8^ to 14J4 cents per 
poimd; the average of 10^ cents was relatively high; in some 
of the mines in Chile the metal was being produced at a cost of 
7 cents per pound. 

At this time, the Bright Mines, Incorporated, the Noyes Cop- 
per Mining Company, and the Richardson Mining Company, 
which were unable to produce copper profitably at less than 13, 
1414 , and 13I4 cents respectively, were closed. The properties 
were smaller than those of the other two companies. A law of 
the state required that at least two connected shafts be main- 
tained on the property of every mining company; on the prop- 
erties of the Bright Mines, Incorporated, and the Noyes Copper 
Mining Company, one shaft was adequate to secure the ore and 

’ See “The Organization of the Copper Market,” by F. E. Richter, Harvard Busi- 
ness Review, vol. i, p, ip6. 
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the maintenance of the other was uneconomical. The ore, how- 
ever, contained a smaller percentage of copper than that found in 
adjacent property and deeper shafts were necessary to reach the 
deposits. 

Since these three companies did not own stamping mills, their 
ore was sent to those owned by the Abbott Copper Mines and 
the Hartwick Mining Company. All the companies sent their 
copper to the smelters of the Hartwick Mining Company. These 
conditions made it necessary that the ores from the different 
companies be kept separate while they were being refined, and, 
since some contained inadequate amounts of fluxing agents, such 
as iron and silica, and others a superabundance of these, a dis- 
tinct waste was incurred. Shops, pumps, and air compressors 
had to be maintained by each company; these could not be oper- 
ated economically because output could not be maintained. 
Since a law of the state provided for boundary barriers 20 feet 
on each side of a dividing line, each mine had many blind drifts 
into which compressed air had to be pumped for ventilation. 
Those boundaries also made it necessary in many cases to haul 
ore underground long distances. 

When all the mines were in operation, there was an inadequate 
supply of labor in the mining region to man the shafts fully. 
The homes of the employees were distributed throughout the dis- 
trict, and the men preferred to work in those shafts nearest at 
hand, though they were willing to go farther away if those were 
closed. Thus, when the price of copper was high and all the 
companies were able to operate, the more profitable mines were 
deprived of men, and hence were compelled to operate at less 
than capacity, with consequent higher costs. 

Por a number of years, the total sales of the five companies, 
which averaged about 150,000,000 pounds of copper per year, 
or about 6% of the world’s output, had been made by the Hart- 
wick Mining Company. The copper had been sold under two 
brands. That which came from the mines of the Hartwick Min- 
ing Company proper was sold under the Hartwick brand and 
commanded a price from to cent higher than the “B-M” 
copper, which was taken from the properties of the other four 
companies, although the analysis of the metal showed practically 
no difference in quality. 

The demand for “Hartwick” copper had been built up over a 
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period of years through uninterrupted service. Many customers, 
especially those who required metal to manufacture fine drawn 
wire, were reluctant to change from the “Hartwick” brand. To 
secure sufficient copper to fill orders, the five companies mined 
about 3,000,000 tons of ore. This was hauled to the mills over 
the Putnam & Southern Railroad. Transportation in this way 
was becoming more and more uneconomical because of the in- 
creased quantities of ore which had to be carried over steep 
grades on devious routes. 

In advancing the argument for consolidation, the president of 
the Hartwick Mining Company stressed the community of inter- 
est which existed. Many of the stockholders of each company 
owned stock in one or more of the other mines. The region was 
a competitor of the copper mining districts of South America 
and Arizona and all possible economies should be effected in 
order to compete with them. Consolidation permitted the follow- 
ing mining economies: the elimination of the 40-foot barriers 
between properties which contained valuable deposits of metal; 
the connection of drifts between mines in order to shorten under- 
ground hauls; a diminution of drilling through lean rock to reach 
richer ore; a reduction in the quantity of compressed air re- 
quired to ventilate dead ends; the transfer from one mine to 
another of crews specialized in specific mining operations; and 
the avoidance of duplication of equipment used only at 
infrequent intervals. 

In the mills and smelters the realizable economies were even 
greater. The combination of the ore from the different mines 
with a reduction in the amount of fluxing material to be pur- 
chased; the replacement of the 30,000-pound furnaces with those 
of 250,000-pound capacity, with a consequent saving in smelter 
cost of 0.70 cent per pound; a decrease in taxation by the aboli- 
tion of four of the five corporations; the avoidance of competi- 
tion between companies in securing additional mining territory; 
a curtailment of expenses connected with sales and administra- 
tion: all these were possible if the consolidation was effected. 
It was estimated further that the installation of a new railroad 
would reduce the cost of handling ore from 18.5 cents to 11.25 
cents per ton. When a labor shortage occurred, the available 
men could be drawn to the shafts where ore was mined at low 
cost in order to operate them at capacity, while the expenses for 
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the maintenance only of the higher cost shafts need be incurred. 

Several stockholders of the Hartwick Mining Company ob- 
jected to the consolidation on the ground that it provided for the 
inclusion of three relatively high-cost mines whose stockholders 
were to receive dividends from profits in the making of which 
they had had no part. The president pointed out, however, that 
these properties were situated between the others in such a way 
as to make it impossible to exclude them from the consolidation 
and effect the economies outlined. He stated that the market 
prices of the stocks of the two non-producers already had dis- 
counted their ability to earn only moderate profits, and hence 
that they formed a fair basis upon which to permit the stock- 
holders to join the consolidation. He showed, furthermore, that 
the average life of the shafts of the high-cost mines was esti- 
mated at from three to four years longer than those of the other 
three companies. Thus, the producers could allow the others to 
participate in the consolidation to such an extent that the earn- 
ings of the latter would be larger than they could secure inde- 
pendently in order to obtain benefits for the consolidation as a 
whole. 

The president proposed that consolidation be effected on the 
basis of the current market prices of the common stocks. He 
computed the savings at $r,ooo,ooo per year, and believed that 
slightly over $2 per share on 2,000,000 shares could be earned 
with copper at 141/^ cents. Table 21, below, shows the current 
market price of the shares of each of the companies at the time 
that the consolidation was proposed, together with the number 
of shares in the consolidated company for which one share in 
each of the old companies was to be exchangeable, and the 


Table 2 1 — Current Market Prices and Number op Shares in 
Consolidated Company 


Name of Company 

Price per 
Share 

Outstanding 

Exchange 

Ratio 

Estimated 
Dividend 
Rate per Year 
per Share 
Outstanding 

Abbott Copper Mines 

, $60.00 

2.68 

?S -36 

Bright Mines, Incorporated 

, 18.00 

.80 

1.60 

Hartwick Mining Company 

. 44.00 

1.98 

3 - 9 ^ 

Noyes Copper Mining Company. 

8.50 

•38 

.76 

Richardson Mining Company . . . 

• 35-00 

1.56 

3-12 
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estimated return per share on each of the shares already out- 
standing. 

The estimated earnings at various sale prices for copper, 
independently, and under the consolidation are shown in Table 
22, below. 


Table 22 — Estimated Earnings ax Various Sale Prices 


Name of Company 

Independently 

Consolidation 


i4t4-Cent Copper 

Abbott Copper Mines 

. ... 1,073 

1,254 

Bright Mines, Incorporated 

97 

187 

Hartwick Mining Company 

•••• 2,357 

2,808 

Noyes Copper Mining Company. . . 

. . . . none 

80 

Richardson Mining Company 

151 

351 


3,678 

4,680 


iSl^-Cent Copper 

Abbott Copper Mines 

. . . 1,300 

1,565 

Bright Mines, Incorporated 

161 

234 

Hartwick Mining Company 

. . . 3,060 

3,504 

Noyes Copper Mining Company. . . 

23 

99 

Richardson Mining Company 

297 

438 


4,841 

5,840 


i6}4-Cent Copper 

Abbott Copper Mines 

. ... 1,526 

1,876 

Bright Mines, Incorporated 

. . . . 226 

280 

Hartwick Mining Company 

.... 3,761 

4,200 

Noyes Copper Mining Company. . . 

46 

119 

Richardson Mining Company 

444 

525 


6,003 

7,000 


In order to compensate the stockholders of the currently pro- 
ductive mines for a possible reduction in the customary dividend 
and to recognize the favorable cash position of the Richardson 
Mining Company, it was proposed to allow the Abbott Copper 
Mines $5 per share in cash, the Hartwick Mining Company, 
$1.25 per share in cash, and the Richardson Mining Company $i 
per share in cash. 

Should the stockholders of the Bright Mines, Incorporated, 
the Noyes Copper Mining Company, and the Richardson Mining 
Company have been permitted to share in the consolidation? 
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l8. COLE CANDY COMPANY — INTEGRATION IN ORDER TO CONTROL 
THE QUALITY OF MATERIALS DURING A PERIOD 
OF BUSINESS PROSPERITY 

In 1919, the management of the Cole Candy Company dis- 
cussed the advisability of erecting a plant for the manufacture 
of one of its principal materials. The company, which had been 
established for about 30 years, manufactured package chocolates 
of the highest grade, and quality was emphasized strongly as a 
selling appeal for the product. Although the product was dis- 
tributed nationally, the company had discontinued national 
advertising in 1916. Prior to December, 1918, the company had 
obtained its chocolate coatings from an outside manufacturer, 
and through the continued cooperation of this producer, it had 
obtained materials of a uniformly high grade. In December, 
1918, the management of the company which produced the 
chocolate coatings was changed. Because of the “sellers’ market” 
and the difficulty in securing raw materials, the new manage- 
ment of the coating factory did not give as much attention to 
quality as formerly had been the policy. It was extremely 
difficult, at that time, moreover, to obtain chocolate coatings of 
the desired quality from any manufacturer. The manufacturers 
of this material were able to sell their output regardless of its 
quality. 

There were two courses of action open to the management of 
the Cole Candy Company in March, 1919. It might endeavor 
to purchase chocolate coatings from other outside manufacturers, 
or it might erect a factory and manufacture the material. Dif- 
ferent processes were involved in the manufacture of coatings 
from those used in the manufacture of candy. Skill was required 
in the purchase and in the roasting of the cocoa beans. Building 
costs were high at that time. It was estimated that the erection 
of the proposed factory involved an expenditure of $600,000. 
This was a heavy capital investment for a company the annual 
sales of which amounted to $5,000,000. The company was, how- 
ever, in a sound financial position. 

A year was likely to elapse before the factory could be com- 
pleted and put into operation. It was probable that fully two 
years might expire before the plant could be operated on a profit- 
able basis. The company did not expect to be able to secure 
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greater economy of production than independent manufacturers 
of chocolate coatings. Coatings could be purchased more cheap- 
ly from outside manufacturers. It was possible, moreover, for 
the Cole Candy Company to sell the entire output of its factory 
even though the quality of the material used in the manufacture 
of its candies was not so high as formerly. High profits were 
assured throughout the period of prosperity. In addition, if the 
company continued to purchase coatings from outside manu- 
facturers until the period of prosperity was over and the volume 
of business became less, it then could dictate its own terms to the 
coating manufacturers in respect to quality. 

On the other hand, there was a question as to the desirability 
of sacrificing a reputation for quality to temporary profits. A 
lower quality, even if maintained for only a short time, might 
result in the loss of many old customers. Customers who 
bought the company’s product strictly on the basis of quality 
rather than price usually tended to be more permanent customers. 
If these customers were lost it might be difficult to regain them 
when better quality became possible. Through the ownership 
of a chocolate factory the company could maintain absolute 
control over the quality of its product. The increased cost might 
be compensated by the maintenance of good-will created with 
the old established clientele through the continued use of the best 
materials. 

Should the Cole Candy Company have undertaken the erec- 
tion of a factory for the manufacture of chocolate coatings in 
March, 1919. 

19. BENTON CAB COMPANY — ^DETERMINATION OE PRICE POLICY ON 

ESTABLISHMENT OF NEW BUSINESS; SUBSEQUENT EXPANSION 

In November, 1921, a small group of men decided to enter the 
taxicab business in a large city, which, they were convinced, 
offered a fertile field for development by a company which would 
provide modern service. A corporation known as the Benton 
Cab Company was formed, and each of the incorporators sub- 
scribed a small amount of capital. The company was to begin 
operations as soon as possible. It was desired to secure public 
interest and support from the outset, and those in charge had to 
develop a policy to attain this end. 
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The determination of the tariff was the first problem with 
which the management had to deal. Investigation which had 
been made, prior to the decision to enter the field, had disclosed 
that the companies then in operation were in a virtual combina- 
tion to overcharge customers and maintain rates at a high level. 
Their cabs were for the most part nondescript, many of their 
drivers were rough and discourteous, and the service rendered 
was often undependable. Despite the high rates, profits were 
not large. Their shortcomings and the successful practices of 
large companies in other cities which operated fleets of uniform 
cabs economically and profitably on a low schedule of rates, 
pointed the way to the new company. 

Arrangements were concluded with a cab-manufacturing com- 
pany to supply 75 cars of the same model and design as those 
used by the large operating companies in other cities. The 
manufacturers, who, through an associated company, operated 
a large fleet of cabs, furnished the new company with the costs 
of operation of their subsidiary and of other operating companies 
to which they bad rendered assistance. In addition, they made 
suggestions in regard to methods of organization, operation, and 
control which would produce the greatest possible economies. 

The Benton Cab Company considered two factors in the es- 
tablishment of its initial rate schedule — the rates which had been 
charged by the old companies, and the necessity of earning a 
reasonable margin of profit on the estimated cost of operation. 
The management was confident that the setting of rates at a 
level materially below that of other companies in the same city 
would serve a double purpose. It would enable the company 
to secure a large share of the existing taxicab patronage. In 
addition it would serve to build up an extensive new custom 
through the appeal of low rates to classes of people who up to 
this time had not used taxicabs because of their high cost. The 
demand for taxicab service was believed to be in large measure 
elastic, in that it could be stimulated through a reduction in rates. 

Such a reduction, however, could not be made below the point 
at which the company would be assured of a reasonable margin 
of profit. It was necessary, therefore, to estimate the probable 
costs of operation. For this purpose the cost figures furnished by 
the cab manufacturers were used as a basis. Since these costs 
were incurred for cabs of exactly the same type as those which 
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the Benton Cab Company was to operate, allowance was made 
only for the estimated differences in the operating conditions, 
in the cost of supplies, in tlie volume of traffic transported, and in 
the influence of the seasonal factor. Shortly after the first of July, 
with the departure of many people from the cities, the use of taxi- 
cabs showed a sudden slump, usually of 25%, which continued 
until the end of August when, with equal suddenness, the volume 
of patronage resumed its former level. This decline was more 
severe than that usually experienced in other cities. In the winter 
months, weather conditions tended to increase costs of operation 
to a greater extent than elsewhere. 

When weight had been given to all these elements, the estimated 
cost of operating the new cars was substantially above that in- 
curred by companies in other cities, as the result of the greater 
cost of supplies, the smaller volume of traffic, and the wider 
seasonal variations. With a reasonable margin of profit added 
to the cost, the necessary tariff to patrons was 50 cents for the 
first mile, and 30 cents for each additional mile for one person, 
and 10 cents for each additional person, with no charge for the 
return mileage of the vacant cab. The prevailing rates of the 
old companies were 60 cents for the first mile and 40 cents for 
each additional mile for one person, and 20 cents for each extra 
passenger, with an added charge of 30% for return mileage. The 
differential between the two sets of rates was deemed a sufficient 
stimulus to demand, and the proposed tariff was put into effect. 

The company sought to attract the public through this price 
inducement and through the fact that its cars were new, clean, 
and in good running order, and prompt and efficient service was 
guaranteed. All these appeals were stressed in the preliminary 
advertising in the newspapers. In order to establish the name 
of the company more firmly in tlie minds of the public, a dis- 
tinctive design in contrasting colors was painted on the sides of 
each cab and prominently connected with the name. In this 
way each cab was made a moving advertisement of the company, 
and the attractiveness of the design and the well-kept appearance 
of the cars were effective in the attraction of favorable attention. 

In order to merit public confidence and support still further, 
it was decided to secure a corps of drivers who would be dis- 
tinctly above the average of their group. Each applicant was 
required to fill out an information blank which gave com- 
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plete details as to his education, habits, and previous employ- 
ment. Before the manager engaged an applicant, he satisfied 
himself fully of the man’s character and ability through personal 
interview and through a careful investigation of the references 
given. The new employee was on probation for two weeks, 
during which his personal conduct and his capacity as a driver 
were watched closely. 

A daily wage of $3 was paid. This was lower than the union 
rate of $4, but it was guaranteed for seven days in the week and 
was supplemented by bonuses and prizes, through which it was 
expected that a man could earn $1.50 per day extra. Thus, if a 
driver turned in fares which amounted to more than $10 in a 
day, he was paid 20 % of the excess over $10. Each driver also 
received 3 cents for every trip he made with passengers. There 
was a weekly prize of $i for every man whose productive mile- 
age was over 50% of his total. Three prizes of $6, $3, and $2, 
respectively, were awarded weekly for the largest sums of money 
turned in by individuals during the week. A monthly prize of 
$100 was given to the team of 10 drivers which accumulated the 
lowest number of demerits. Accidents, uncleanliness of person 
or cab, intoxication, incivility, dishonesty, and complaints from 
customers would be causes for the awarding of demerits. A 
monthly house organ was published in which were stressed car- 
dinal points of conduct, such as courtesy, and in which were 
recorded especially praiseworthy acts of individual drivers. De- 
tailed performance records were kept. 

Through these incentives and through careful selection of 
applicants, the class of drivers desired was secured. This was 
expected to be a cumulative advantage, since patrons would be 
likely to use the taxicabs of this company exclusively if they 
were operated by careful, courteous, and honest drivers. 

These, then, were the appeals by which fares were to be 
attracted. That they were successful was attested by the record 
of the company during the first year and a half of operation. It 
gained good-will and patronage rapidly. Other companies, in an 
attempt to meet the competition, placed better cars in service, 
adopted distinctive color combinations, and reduced rates. The 
Benton Cab Company, however, successfully retained its ad- 
vantage, shown by its growing popularity. So great was the 
growth of demand for taxicab service that in the winter of 1922 
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and 1923 the company was able to give service to only one out 
of ten calls received. In other words, because of lack of cars, it 
was limited to serving only one-tenth of its potential patrons. In 
the spring of 1923 this condition led to a consideration of 
expansion. 

There was a chance that it would be difficult to regain the 
potential custom which the company had been unable to serve 
and which as a result had been secured by other companies. This 
was not regarded as an important obstacle, however, since the 
reputation and good-will which the company had built up proba- 
bly would be effective enough to attract former prospective 
patrons when the equipment with which to transport them be- 
came available. The possibility that the want which had been 
created was factitious and transitory likewise did not concern 
the management seriously. They were convinced that the new 
demand was permanent and would continue to increase as long 
as low rates and good service were offered. The management 
was confident, therefore, that the company could repeat the suc- 
cess of the outstanding taxicab companies in New York and 
Chicago. 

Accordingly, it was decided to inaugurate a policy of expan- 
sion. Since the owners were unable to furnish sufficient addi- 
tional capital to finance the step, it was necessary to interview 
friends and others who might be interested in an investment in 
the enterprise. On the basis of the exceedingly satisfactory earn- 
ings statement for the first year of operation, it was not difficult 
to raise sufficient money from the sale of new common stock to 
justify the placement of orders for 175 new cars. It was the 
expectation of the management that further increases in demand 
would necessitate the ordering of additional cars in periodical 
small lots, which could be financed out of accumulated earnings. 

20. SOLOMON MESCURY MINES — RESUMPTION OF MINING 
OPERATIONS IN 1923 

In January, 1923, the executives of the Solomon Mercury 
Mines, located in Texas, were considering whether or not to reopen 
the company’s mines, which had been shut down since the last part 
of 1920. 

The Solomon Mercury Mines had been one of the most profit- 
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able domestic quicksilver mining companies since its establish- 
ment in 1900. The average earnings during the first 20 years of 
its existence had been large enough to pay substantial dividends to 
stockholders until 1919, although, in a few unfavorable years, 
deficits had been shown. In 1919, the profits reported by the 
company were negligible. They were satisfactory in the first part 
of 1920, but at that time, it became necessary for the company to 
spend a substantial amount of money for repairs to a portion of 
the mine which had fallen in. This expenditure, together with 
heavy inventory losses resulting from the decline in the price of 
quicksilver during the last six months of that year, drew heavily 
upon the working capital of the company. In June, for instance, 
the company had received approximately $100 per flask in con- 
trast with $3S in October. These prices were somewhat higher and 
lower respectively than the existing newspaper quotations for 
quicksilver. The large profits earned in 1916, 1917, and 1918 had 
been paid out to the stockholders in dividends. As a result, the 
company had no substantial surplus to cover the losses in 1920. 
Partly because of the lack of working capital, and partly because 
of the unfavorable market price of quicksilver, the mines were 
shut down in November, 1920, since prices had failed to show 
signs of stabilization. 


Table 23 — Prices of Quicksilver in New York prom 1911 to 1920 
PER Flask of 75 Pounds 

Hotuli 1911 1912 1913 1914 1915 1916 1917 19:8 1919 1920 



In previous years when low market prices prevailed, the com- 
pany had continued operations under a curtailed schedule but 
deficits had been reported at such periods. Comparison of the 
prices of quicksilver and the income sheets and balance sheets 
published by the Solomon Mercury Mines shows the effect of 
market prices of quicksilver on the profits of the company. The 
correspondence between these published prices and the actual 
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prices received by the company was usually more close than that 
prevailing in 1920. 

Income Statement of the Solomon Mercury 


Mines, 1911 to 1919 


Particulars 

1910 

1018 

1917 

1916 

igiS 

Net Sales of Quick- 

^448, 080 

(inc) 45,246 

$1,049,115 

(dcc)34,li8 

$687,935 

119,438 

fine) 23, 165 
885 
831.423 

501,042 

330,381 

48,793 

162,410 

119,178 

240,000 

120.822 

(deficit) 

$586,876 

160,000 

(inc) 29,003 

172I 

776,051! 

440,106 

335 , 945 | 

$324,793 

79,080 

(dec) 934 
1,852 
404.791 
• 277,567 
127,224 

Inventory of Quick- 
silver 

Decrease or Increase 
in Supplies. . . 

Gross Income 

Total Expenses 

Net Income 

Federal Taxes 

Depreciation and 

Depletion 

Balance 

Dividends 

Surplus 

493..I26 

*492,630 

696 

. 

1696 

696 

1,014,997 

*880,964 

134.033 



ti 34.033 

I 4 !o 33 

335,945 

320,000 

15,945 

127,224 

120,000 

7,224 


Particuhira 

1914 

1913 

1912 

1911 

Net Sales of Quicksilver 

Inventory of Quicksilver 

Decrease or Increase in Supplies 

Interest 

Gross Income . . 

Total Expenses 

Net Income... 

Federal Taxes • • • •, 

Depreciation and Depletion . 

Balance. . . 

Dividends 

Surplus 

$178,724 

58,560 
(dec) 2,565 
1,570 
236,289 
272,297 
(def)36,oo8 

$246,115 
, 41,779 
(me) 443 
2,106 

290,443 

238,433 

52,010 

$331,740 

76,569 

(dec) 8,287 
1,966 
301,988 
242,977 
59,011 

$260,291 
55 . 182 
(dec) 2,318 
3,210 
316,365 

206,925 

109,440 





(del) 36,0081 
8,000 
(def) 44,008 

52.010 

32,000 

59.011 
96,000 
(def) 36,989 

109,440 
120,000 
(def) 10,560 


•Includes, depreciation and depletion. 
fBefore federal taxes. 


The Solomon Mercury Mines was fortunate in being able to 
close down the mines and keep them in repair at a comparatively 
small expense. The ore being worked at that time was located in 
the side of a hill, and any necessity for pumping water from the 
mines was obviated. The mines owned by most of the company’s 
competitors were in underground shafts from 500 to 2,000 feet 
below the surface of the earth; hence, if any of these competitors 
desired to close down, they were forced to pump out the water 
continually during the period of shut-down. 




Solomon Mercuey Mines— Comparative Balance Sheet, Years Ending December 31, 1911 to 1920 
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Assets: 

Real Estate and 

Machinery 

Depreciation 

Mineral Deposits . . 

Liberty Bonds 

Materials and Sup- 

plies 

Quicksilver 

Cash and Receivables 

Dehclts 

Total. 

Liabilities: 

Capital Stock, 40,000 
shares ($10 par 

value) 

Profit and Loss 

Accounts Payable. . . 
Reserve for Federal 

Taxes 

Reserve for Mineral 

II 

3 
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Table 24 — Yearly Dividends, 1900 to 1920, per Share of Stock 


Year 

Dividends 
per Share 

Year 

Dividends 
per Share 

1900 

$1.28 

1911 

$2.40 

1901 

96 

1912 

1-92 





1903 

2.40 

1914 

16 

1904 

1-92 

1915 

2.40 

1905 


1916 

6,40 

1906 

1.28 

1917 

4.80 

1907 

1.28 

1918 

2.40 

1908 


1919 


1909 

1-92 

1920 


1910 

2.56 




Previous to 1920, there were eight important uses for quick- 
silver.^ The most important of these was for pharmaceutical 
use in making calomel and corrosive sublimate. Mercuric oxide 
and salts were used to a considerable extent in the manufacture 
of certain industrial chemicals. The next most important use for 
the quicksilver was for the manufacture of detonating caps for 

Table 25 — ^Number of Flasks of Mercury Produced by the 
Solomon Mercury Mines 

Number of Number of 

Year Flasks Year Flasks 

1915 5)000 1918 8,560 

1916 8,660 1919 5,920 

1917 8,800 1920 2)409 


use in shells for firearms, and for blasting. Mercuric sulphide was 
used as a vermilion pigment. There was also some use for mer- 
cury in electrical apparatus, such as storage batteries, rectifiers 
for changing alternating to direct currents, and mercury vapor 
lamps used in photography and for purifying water. A smaller 
quantity of mercury was used in the manufacture of mercuric 
nitrate for use in the manufacture of felt and particularly felt 
hats. Another use for mercury was for amalgamating gold and 
silver in certain processes of gold and silver mining. There was 

1 Quicksilver in its natural state is found in cinnabar ore, The ore is crushed 
to fine pieces and heated in masonry furnaces. Quicksilver is thus driven from 
the ore, and is then condensed. It is placed in flasks containing 75 pounds and 
is ready for sale. Quicksilver flasks used in foreign countries contain 76 pounds 
of mercury. 
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a small use for mercury for such instruments as barometers and 
thermometers. During 1917 and 1918, the United States Gov- 
ernment used considerable quantities of the red mercuric oxide 
for mixing with the last coat of paint to be placed on the hulls of 
fast cruisers. The formation of the poisonous bichloride of mer- 
cury prevented the growth of barnacles and vegetable matter on 
the ship’s hulls. In 1917, the United States Geological Survey 
made the estimates shown in Table 26. 

Table 26— -United States Geological Survey Estimate of 
Uses of Mercury 


Flasks of 

Uses 75 Pounds 


Drugs and Chemicals 8,500 

Fulminate 4,850 

Vermillion Pigment 3)i30 

Oxide for Marine Paints 3,000 

Electrical Apparatus 2,700 

Felt Manufacture 1,700 

Gold and Silver Amalgamating 850 

Instruments 630 

Miscellaneous, Including Boiler Compounds and Cos- 
metics 1,000 

Total 26,360 


The number of productive quicksilver mines in the United 
States has varied from time to time from approximately 20 to 
60. The actual number of producers depended upon the existing 
price of mercury. The most extensive domestic quicksilver de- 
posits worked were located in California. The second most im- 
portant producing district was Terligua county in Texas. The ore 
bodies in this section had not been worked as extensively as those 
in California, but it was asserted that the quicksilver reserves in 
this district were the largest known in the world. Quicksilver 
was mined to a lesser extent in Nevada, Oregon, and Arizona. Few 
of these domestic mines could produce at a profit when mercury 
was selling for less than $75 a flask. The Solomon Mercury Mines 
were in a more favorable position; their costs varied from $16 to 
$75 a flask, according to the grade of ore being worked. Execu- 
tives estimated that when mercury was selling for $65 a flask the 
Solomon Mercury Mines could show a small profit although not 
large enough to provide for adequate development expenses. 




, Exports, 
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The richest and most important quicksilver mines that had 
been operated were in Spain. The Alamadan mine, situated about 
140 miles southwest of Madrid, had a recovery of from 7^0 to 
9% quicksilver per ton of ore treated. This recovery contrasted 
with an average figure of 0.38% in California and 1.42 % in Texas 
for the year 1917. The average recovery of the ore from the Solo- 
mon Mercury Mines was approximately 0.50% per ton. Ninety- 
eight per cent of the quicksilver production in Spain was from the 
Alamadan mine. The cost of production in 1914 was approxi- 
mately $12 per flask. This mine has been owned by the Spanish 
Government since 1645. It was estimated by a German mining au- 
thority in 1922 that there were 40,000 metric tons of quicksilver to 
be recovered from the ore deposit which had been worked in this 
mine. After the middle of the nineteenth century the quicksilver 
from the Alamadan mine had been sold by Messrs. Rothschild in 
London. The contract between them and the Spanish Govern- 
ment expired December 31, 1921. The contract provided that 
the London agent should sell the greatest quantity possible in 
each year at an f.o.b. mine price of not less than seven pounds 
sterling per flask. The selling agent was to receive first, a com- 
mission I of the amount of sales; second, 6 shillings per flask 
for all quicksilver shipped from Spain to London; and third, 10% 
of the amount by which the sales price exceeded 8 pounds 2 shill- 
ings per flask. Since 1921, Spanish sales had been made by a 
council composed of members of the Spanish Government. It was 
stated that subsequent to that date, modern methods of mining 
quicksilver had been installed at the Alamadan mine. The rich- 
ness of this Spanish ore gave the owners a great advantage over 
mercury mines in other countries. 

Another important source of quicksilver was in the mines in 
northern Italy. The rich Idrian mine, formerly the possession 
of the Austrian Government, was in the territory ceded to Italy 
by the treaty of Versailles, and was owned by the Italian Govern- 
ment. The percentage of recovery at Idria and Monte Amiata, 
the next most important Italian mine, varied from 0.65% to 
0.899^. In 1914, the cost of production at the Idrian mine was 
$23 per flask; and at Monte ^niata, $30 per flask. The known 
reserves of quicksilver at Idria amounted to not less than 20,000 
metric tons. 
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Other important cinnabar deposits were located in Turkey, 
Japan, several South American republics, especially Peru, and in 
Mexico. The following table gives an approximation of the 
world’s production of quicksilver. 


Table 28 — World’s Production of Quicksilver^ (In Metric Tons) 



The depressed condition in the quicksilver market during 1921 
and the low prices of quicksilver led domestic mining interests 
to petition the United States Congress for a higher tariff on quick- 
silver. The 1909 tariff bill had placed an import duty of 7 cents 
per pound on all imports of quicksilver with an equivalent duty on 
all mercuric compounds. This rate had been changed in the tariff 
bill of 1913 to a duty of 10% ad valorem with an equivalent duty 
on mercuric compounds. In 1921, it was estimated that if a 
specific duty of 50 cents a pound were placed on quicksilver, do- 
mestic mines could compete successfully with those in Spain and 
Italy. During the course of preparation of the Fordney-McCum- 
ber bill, the estimate was reduced to 35 cents per pound. This 
rate of duty was passed by the House of Representatives but was 
not accepted by the Senate, which proposed a duty of 15 cents a 
pound. A compromise was reached finally, and the new tariff law 
of 1921 provided for a specific duty of 25 cents per pound on 
quicksilver with an equivalent duty on mercuric compounds. Im- 
ports of quicksilver in 1921 were increased because of the pros- 
pect of the passage of this bill, and domestic stocks of quicksilver 
accumulated. The price steadied, however, during the first part 
of 1922 and advanced to $72 per flask at the end of that year. 

1 Mineral Industry, Volume XXXI, p. 613. 
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This was, in part, the result of an agreement reached between the 
owner of the Idrian mine, the Italian Government, and the private 
owners of other Italian mines regarding the price at which they 
were willing to sell their product. The course of quicksilver prices 
in New York per flask of 75 pounds during 1921 and 1922 is 
shown in the following table: 

Table 29— Course of Quicksilver Prices per 7S-P0UND Flask 
During 1921 and 1922 


Month ig2i 1923 


January $4844 $49.96 

February 49.55 48.29 

March 46.80 50.20 

April 45.42 52.28 

May 47.00 54.88 

June 46.85 55.11 

July 44.9s 55-00 

August 45-03 57-59 

September 42.66 67.64 

October 39.84 72.56 

November 39.80 71.52 

December 49.21 72.30 

Average $45-46 $58-94 


The development of the mercury boiler ‘ was an important fac* 
tor which might result in higher prices of quicksilver in 1923 
and subsequent years. An inventor by the name of Emmet for 
20 years had been experimenting with the possibility of using 
mercury vapor as a substitute for steam in power plants for gen- 
erating electricity. The latest efforts in this experimentation had 
been carried on by him under the General Electric Company. An 

1 Briefly, the principle of operation was as follows: The mercury was heated 
in a mercury boiler to 667 degrees Fahrenheit, at which temperature the mercury 
boiled and was transformed into vapor. This vapor was then used at a pressure 
of 35 pounds per square inch to drive a specially constructed turbine which in 
turn drove an electric dynamo. The mercury vapor was then led to a condenser 
cooled by water. The vapor was transformed to a liquid state at a temperature 
of 405 degrees Fahrenheit. The water used for cooling the mercury vapor was 
transformed into steam and the steam used to drive another turbine which in 
turn generated electricity. The condensed mercury was then led back to the 
mercury boiler to be vaporized again. The development of the mercury boiler 
had been made possible by the improvement in the methods of arc and acetylene 
welding. The expense of leakageof mercury vapor and its poisonous character made 
it essential that all joints in the equipment be absolutely tight. The customary 
packed joints formerly used were not satisfactory. Acetylene welding had solved 
this difficulty, however. 
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experimental boiler had been installed by the Hartford Electric 
Light Company at Hartford, Connecticut. It was found that the 
mercury boiler when compared with a steam turbine generating 
plant, which used 200 pounds per square inch steam pres,sure, 
would produce, at 35 pounds per square inch mercury vapor pres- 
sure, about 52 9^0 greater electrical output per pound of fuel used. 
The experimental plant at Hartford used 7.3 pounds of mercury 
per kilowatt of electricity generated. The mercury turbine and 
the subsidiary steam turbine generated 1,800 and 2,200 kilowatts, 
respectively. Approximately, therefore, 28,000 pounds of mer- 
cury were necessary. It was expected that in the next plant built, 
the efficiency could be increased so that only between 5 and 6 
pounds of mercury would be necessary per kilowatt generated. 
It was expected, furthermore, that within a short time, this could 
be improved to 4 pounds per kilowatt. Notwithstanding this 
increase in efficiency, it was evident that few mercury boilers 
could be put into use before the demand for mercury would be 
increased materially. If the use of this boiler became wide- 
spread, the production facilities of all the mines in the world were 
likely to be taxed severely. 

There was little question concerning the economy that would 
result from the use of the mercury boiler, and this economy was 
great enough to more than justify the high cost of installation. A 
factor that might hinder the development of its use, however, 
was the possibility that the world’s supply of quicksilver was not 
great enough to meet the possible demand. Another danger was 
that experimentation with other fluids as a substitute for steam 
was being carried on. If these fluids were cheaper, and resulted in 
economies similar to those of mercury vapor, the development of 
the mercury boiler would be unimportant. 

There was also the question as to what policy would be followed 
by the Spanish Government in selling the product of the Alamadan 
mine. If the most modern mining methods were used there, it 
might be possible for the Spanish Government to export quick- 
silver to the United States and undersell domestic producers in 
spite of the high tariff of the Fordney-McCumber bill. 

During the fall of 1922, the price of quicksilver advanced. The 
effects of the Fordney-McCumber tariff were beginning to appear. 
The experiments with the mercury boiler were giving promise of 
success. At this time, therefore, the stockholders of the Solo- 
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mon Mercury Mines subscribed in cash $3.20 per share. This 
subscription gave the company adequate working capital and 
placed it in a position to reopen the mines as soon as it was de- 
sirable. 

In January, 1923, the executives of the Solomon Mercury Mines 
estimated that production could be resumed at a slight profit. 
The profit, however, was not likely to be large enough to pay for 
the expenses of development which should be conducted. If 
prices declined during 1923, the mines might show an operating 
loss. The executives, however, expected higher prices during that 
year as a result of the new tariff conditions, and the possible de- 
velopment from the mercury boiler. From 18 months to 2 years 
were necessary to bring the mine into full production most eco- 
nomically. Immediate resumption of operations at full capacity 
would necessitate employment of unskilled workers at exorbitant 
wages. Full production could be resumed in 2 or 3 months’ time 
if necessary, but the cost of following out this policy would be 
nearly twice as great as that of a gradual resumption over a 
period of 18 months. 

Should the executives of the Solomon Mercury Mines have de- 
cided to resume operations in January, 1923? 

C. LABOR RELATIONS IN PROSPERITY AND DEPRESSION 

2 1 . BELMOR STEEL COMPANY — ^INABILITY OF ONE CORPORATION 
TO MAINTAIN A LABOR POLICY DIFFERENT FROM 
THAT OF COMPETITORS 

In 1918, the employees of the Belmor Steel Company requested 
the discontinuance of the 12 -hour day and the adoption of an 8- 
hour day. A strike appeared imminent if their requests were not 
granted. 

The Belmor Steel Company, an independent corporation, em- 
ployed 4,800 men, the majority of whom were foreign-born. The 
company owned and operated iron mines, in addition to manu- 
facturing structural shapes, plates, and rails. Its plants were 
located in an industrial district where there were various types 
of manufacturing companies and other steel corporations. 

' The labor policies of the Belmor Steel Company were like 
those of its competitors, which operated 24 hours daily and 
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employed two shifts of workmen. The 12-hour day was used in 
the steel industry because of the necessity for the continuous 
operation of plants. The men, however, did not work the entire 
12 hours. Each man on a 12 -hour shift usually had 2 or 3 hours 
of idle time during “heats.” It was impossible to accelerate 
processes, since the time consumed by each was fixed by purely 
technical considerations and was independent of attendance. In 
each steel plant in the district approximately 20% of the em- 
ployees worked 8 hours; the type of work which they did was 
similar in all companies and allowed little idle time. The Belmor 
Steel Company paid hourly and tonnage rates the same as those 
of other steel companies in its district. 

The request for the 8-hour day came during an extremely 
active manufacturing period in which the company was making 
every effort to increase its production. The employees stated 
that three 8-hour shifts would increase production. There was a 
labor shortage, however, and the new plan required the employ- 
ment of 2,400 additional men. It was doubtful if the local labor 
market could supply the number. Sixty per cent of the employees 
were skilled laborers; the same proportion held if the company 
increased its total number of employees. 

If the 8-hour day were adopted, it was necessary to increase 
wages. The increase proposed by the Employees’ Representation 
Committee was 25% of the old hourly or tonnage rate. For 
example, if a man were paid $12 for 12 hours, the new plan pro- 
vided that he receive $10 for 8 hours. The Employees’ Represen- 
tation Committee stated that no increase in costs would result 
and that a lower unit cost might be expected from increased pro- 
duction. It was evident that if costs did increase, the profits of 
the company would decline. It was not possible to pass on to 
the consumer the increased cost, since prices were determined 
by competitive conditions. 

It was decided by the management of the Belmor Steel Com- 
pany to adopt the 8-hour day and the new scale of wage payment. 
For the first two months after the plan was installed, unit costs 
remained approximately the same. The company experienced 
difficulty in recruiting labor, and had to send employment agents 
into the field to recruit men. After this period, during which costs 
had remained uniform, production declined and unit costs in- 
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creased. The men became dissatisfied with the amount of their 
wages, and several of them tried to work 16 hours a day. When 
the company refused to allow them to do this, they sought em- 
ployment in other industries or in steel companies in the district 
which continued to operate on the 12-hour basis. Labor turn- 
over reached 30% per month; the employees who left were 
unskilled laborers. Eighteen months after the adoption of the 
new policy, the Belmor Steel Company returned to its previous 
policy of employing 4,800 men for two 12-hour shifts. 

22. TREATY PRINTING COMPANY — ^INDEPENDENT STRIKE SETTLE- 
MENT WHICH CAUSED RESIGNATION FROM MEMBERSHIP 
IN employers’ ASSOCIATION 

The Treaty Printing Company printed folders, catalogs, 
circulars, and letterheads. Total orders averaged $500,000 per 
year. The company employed about 50 men, and was a member 
of the Printers’ Association, which included all the principal 
printing companies in the city. In March, 1921, the association 
was engaged in a dispute with the Typographical Union about 
wages and hours, and a strike was imminent. The officers of the 
company discussed the advisability of avoiding a strike in their 
plant by effecting an individual settlement with the employees 
even though, as a result, resignation from the association be 
requested. 

A few years previously, the Treaty Printing Company had 
joined the association in order to support it and to secure the 
benefits of membership. Through the efforts of the association, 
price-cutting among members was almost eliminated. A study 
of average operating costs was made and circulated among the 
members to prevent acceptance of orders below cost or without 
adequate profit. Useful trade information was distributed, and 
conditions were improved through the cooperation of printing 
companies. If one member was unable to fill emergency orders, 
it was arranged that the work be performed by another. The 
association negotiated all disputes between the unions and the 
printing companies concerning employees’ wages and hours. 

The Typographical Union was composed of linotype and 
monot3^e machine operators. On May i, 1920, it made an 
agreement which determined wages and hours for the ensuing 
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year with the association. In September, 1920, the union re- 
quested a wage increase of $3 per week and threatened to strike 
if this was not granted. Since a majority of printing plants were 
running at capacity and orders were plentiful, they were anxious 
to avoid a strike and agreed to the increase. 

In March, 1921, the volume of orders decreased materially, 
and the association tried to reduce wages to the former level. 
The union opposed this action, and demanded an increase of 
50% over that level and a 44-hour week as a basis for comput- 
ing wages, instead of the existing 48-hour week basis. It again 
threatened a strike if the demands were not granted. The asso- 
ciation rejected them, however, and requested members to enforce 
the $3 reduction. 

Although many of the companies employed both union and 
non-union men, all employees of the Treaty Printing Company 
were members of the various trade unions. If wages were re- 
duced in accordance with the decision of the association, a com- 
plete shut-down of the plant was expected. It was desirable 
that the plant continue to operate, however, because of its 
contracts for several publications which were scheduled to ap- 
pear regularly. Although provisions in contracts protected the 
company against legal liability for non-performance caused by 
strikes, the officers were anxious to maintain the good-will of 
customers. Competitors might be able to fill orders to a limited 
extent, since non-union workers were included among their 
employees, and a few union workers might not join in the strike. 

On the other hand, the company was unable to estimate the 
probable duration of the strike or how favorable a wage agree- 
ment might be made by the association. If a separate settlement 
were made, labor costs might be higher than those of competitors. 
The company, furthermore, probably would be requested to 
resign from the association and thus would incur the disfavor of 
members, many of whom considered it a moral obligation to act 
in agreement with each other in disputes with the unions. Al- 
though severance of connection with the association allowed 
economy in expense, because dues were approximately $200 per 
year, the benefits derived from it were sacrificed. Resignation 
was deemed an advantage, however, in so far as it might en- 
courage the employees to adopt a more tractable attitude. 
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The officers decided it advisable to avert the strike, and insti- 
tuted negotiations with the union for an independent wage agree- 
ment. The company subsequently complied with the expected 
request from the association that it resign from membership. 

23. EANLEY LATHE WORKS — REDUCTION IN LABOR FORCE OF 
SKILLED WORKMEN IN 1 92 1 

A lathe factory, founded in 1884, was purchased in 1912, and 
renamed the Ranley Lathe Works. The company was noted for 
the high quality of the machine tools which it produced and sold 
to manufacturers through machinery wholesalers. Sales in 1919 
amounted to $800,000, the largest volume in the history of the 
company. The same rate of sales was maintained for the first 
eight months of 1920, but toward the end of the year an abrupt 
decline began. For this reason, in October, 1920, and for several 
months thereafter, the company was undecided whether or not to 
continue to manufacture at a normal rate. 

The products of the Ranley Lathe Works included lathes, 
internal and rotary grinding machines, special machine tools, 
standard and special attachments. Seventy-five per cent of the 
output was manufactured in standard styles and sizes for stock, 
and the remaining 25^ was produced to order. The majority 
of lathes produced were sold for $850 cash without attachments, 
and for $2 ,500 completely equipped. The indirect manufacturing 
cost was estimated by the cost accounting department at 150% 
of the direct labor and materials. After this, total manufactur- 
ing cost was determined, and the selling price was set so that 
the net profit aggregated 30%. This amount was necessary in 
order to enable the company to carry an adequate stock of 
finished machines; to allow for abrupt price changes, which were 
not unusual; and to provide for unforeseen contingencies. 

During 1919 and the first half of 1920, $125,000 was spent 
for enlargement and improvement of the plant. The old machin- 
ery was written down to its current value and $40,000 was 
spent for additional equipment. The borrowing capacity of the 
company was so extended by this policy, that it was unable to 
purchase cutters for two Ingersoll milling machines recently in- 
stalled at a cost of approximately $11,000 each. 
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During 1920, in order to facilitate the movement of the finished 
products, obligations amounting to $60,000 were incurred to 
guarantee customers against loss from price reductions. It was 
first apparent to the officers in April, 1920, that the amount 
already expended in permanent additions and betterments was 
excessive. In order to economi2e, no vacancies voluntarily made 
by employees thereafter were to be filled. The difficulty of se- 
curing employees with sufficient training at reasonable wages was 
an important factor in this decision. When the plant was oper- 
ating at capacity 300 men were employed. 

In December, 1920, of 150 men who remained with the com- 
pany, many had been employed for many years and, conse- 
quently, were extremely loyal. During the year 1920, machines 
had been produced in lots of 40 or 50, in order to effect manu- 
facturing economies. But in October, when an abrupt decline 
in orders indicated decreased demand, these lots were broken up, 
so that a few units could be completed. Thus in January, 1921, 
the book value of the inventory was $239,000, but only enough 
units were salable to yield $5,000; furthermore, $50,000 was 
needed for the purchase of sufficient parts to complete the manu- 
facture of only 100 machines. 

In January, 1921, the banks perceived this condition of the 
balance sheet and informed the company that furtlier loans would 
be curtailed. The general manager realized that available funds 
were inadequate to continue operations at the current rate and 
hence immediate economies were necessary. He did not consider 
the interests of the men, however, nor the fact that an indiscrim- 
inate lay-off might make enemies of older employees, who were 
among the best friends of the company. No attempt was made to 
ascertain whether or not the men who had been employed by 
the company for a long time were willing to remain for nominal 
wages so that they might retain their positions. In order, there- 
fore, to secure a reduction in the pay-roll as promptly as possible, 
the manager ordered the superintendent to discharge three- 
quarters of the men in each department, and to pay those who 
remained only $25 per week. Unemployment in the machine 
tool industry at that time was so extensive that no difficulty in 
the subsequent employment of workers was expected. 

At this time, the number of executives was not reduced, with 
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the result that for the first three months of 1921 the overhead 
applicable to $1 of direct labor and materials was between $5 and 
$6. In an effort to dispose of all the inventory possible, price 
reductions of 40% were made. Orders, however, were almost 
negligible. 

In March, 1921, the banks refused further loans, and stated 
that a receivership, with an extensive reorganization, was prefer- 
able to the existing incompetent management. Forced by the 
lack of funds, the company discharged all except three men in the 
office and six men in the plant, who were retained to care for the 
equipment and inventories. Finally, in October, 1921, a receiver 
was appointed. He discovered that loss for the first nine months 
of the year amounted to $210,000. 

A new manager was appointed by the receiver, who attempted 
to place the company on a profitable basis. A plan of reorgan- 
ization was adopted, whereby the outstanding common stock was 
excluded, and holders of preferred stock received only one share 
of the new common for 10 shares of old preferred. Receivers’ 
certificates to the amount of $30,000 were sold to the banks 
involved, with the understanding that when the contemplated 
reorganization was effected, the possessors of the certificates 
were to receive security equal to that given to those who subse- 
quently invested in the company. 

24. PARE AND SONS COMPANY — ^REFUSAL TO ACCEDE TO DEMANDS 
OF LABOR DURING A PERIOD OF INACTIVITY 

The Parr and Sons Company, located in a town of 5,000 people 
on the outskirts of a metropolitan district, operated one of the 
largest independent printing presses in the United States. In 
common with others in the industry in 1916, it was forced to 
accept a 44-hour week in place of a 48-hour week^ in order to 
induce its employees to return after a far-reaching strike in the 
printing trades. An agreement adopted at that time provided 
that the shorter week, as a basis for computing wages, should 
remain in effect until May i, 1921. Just prior to the latter date, 

"The regular hours of the plant were 44 per week in either case. To work on 
a 48-hour week basis signified merely that a laborer must work 48 hours to secure 
the same wages that he could secure in 44 hours on a 44-hour week basis. Henee 
his normal weekly earnings on the former basis were 92% of those on the latter, 
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the printing companies in the district wished to reestablish the 
48-hour week and organized a council to confer with the unions. 
The council, however, proved ineffective in overcoming the op- 
position of the unions, which refused to permit the men to accept 
the change. The manager of Parr and Sons Company, tlierefore, 
was confronted with the question of whether or not he should 
insist upon the longer base period. 

The Parr and Sons Company accepted orders for books and 
job printing; text-books and bibles were two of the most impor- 
tant products. The press was operated as a “preferential shop.” 
When new workmen were required, the unions were asked to 
provide suitable men. If, however, none were available from 
this source, the company was at liberty to employ non-union 
men. In practice, young printers hired by the company, who 
became sufficiently skilled, and acceptable non-union men were 
asked by the unions to become members after a short period. 
Thus, with few exceptions, the workmen in the plant were union 
men. 

In return for the operation of this preferential shop, the com- 
pany was placed on the “fair list” by the Allied Trades Council. 
The latter institution endeavored to induce state boards of educa- 
tion to use only those text-books printed in plants operated under 
union regulations. 

Almost all the men in the employ of the Parr and Sons Com- 
pany lived in the town in which the plant was located. Most 
of them had grown up there and had spent many years in the 
employ of the company. The labor turnover was relatively small 
and there was little transfer of employees between the Parr and 
Sons Company and the Sawyer Press, which was located in the 
same community, although the two companies were keen rivals. 

Since the union representatives in the plant refused to nego- 
tiate on the subject of a longer week on which to compute wages, 
the manager of the Parr and Sons Company gave notice that he 
intended to adopt the 48-hour week and that, until the question 
was arbitrated in accordance with the contract with the unions, 
the difference in wages was to be placed in escrow in a local bank. 
The unions demanded that the existing basis be maintained until 
arbitration should be completed and ordered the men to walk out. 

The workmen, on the other hand, because they bore the com- 
pany no ill will and because of the scarcity of work, did not wish 
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to attempt to force the company to accede to their wishes. They 
feared, however, to disobey the instructions of the union. As 
provided in the 1916 agreement, a committee of arbitration, con- 
sisting of a representative of the men, a representative of the 
company, and a chairman selected by these two, was appointed. 
Even after a ruling by this body in favor of the company, the 
unions refused to sanction the return of the men and the strike 
continued. 

Early in 1921, the manager had foreseen the dispute and by 
running overtime had operated the plant at about 50% above its 
normal capacity. Consequently, when the walkout occurred, 
there were almost no unfilled orders on the books of the company. 
The demand for printing, furthermore, had declined for several 
months and there was little prospect of a substantial increase in 
the immediate future. 

The president favored the maintenance of a 44-hour week in 
order to continue operations, for he was confident that orders 
could be secured, if an agreement was reached while competitors 
still were unable to supply their customers. He was aware that 
living costs had declined far more than 8 %, but he hesitated to 
force a fight with the unions after arbitration had failed to secure 
a settlement. 

The manager, however, deemed the time favorable to force the 
representatives of the unions to accede to the demands of the 
company. Wages, which, without a strike, would have been paid 
in order to retain the good-will of the employees during an in- 
active period, were saved; and, as long as competitors did not 
reach an agreement with their workmen, customers would not be 
lost. He did not fear the loss of employees, because of their 
disinclination to live elsewhere and because he learned from sev- 
eral of the men with whom he talked that they wanted to return 
but were restrained by fear of the steps which the unions might 
take. From the tone of these men, he was confident that the 
company was in a position superior to that of its competitors, and 
that a settlement could be effected without delay. He believed, 
furthermore, that, if a satisfactory agreement were reached and 
operations were assured at lower costs, sufficient orders could be 
obtained to operate the plant at capacity. 

Should Parr and Sons Company have adopted the 48-hour 
basis? 
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25. FOSTER UTILITIES COMPANY — ^INCREASE OF WAGES IN 
PERIOD OF PROSPERITY ONLY TO THE POINT WHICH COULD 
BE MAINTAINED WHEN PROSPERITY CEASED 

For several years prior to 1920, the Foster Utilities Company 
had experienced difficulty in securing an adequate number of 
subordinate employees to maintain satisfactory service. Al- 
though wages of individual employees were increased periodically 
for the first six years of service, the average wages, including 
those paid to beginners, had been lower than those in other in- 
dustries. The labor turnover, consequently, had been increasing, 
particularly among new employees; manufacturing companies, 
which were operating their factories at capacity, were willing to 
pay higher wages than the company to secure additional workers. 

The index of the average full-time earnings of the entire 
operating force of the company was compared with the cost-of- 
living index constructed by the United States Bureau of Labor 
and the index of the weekly earnings of employees in manufac- 
turing industries based on data compiled by the United States 
Bureau of Labor and the New York State Industrial Commission. 
The latter indexes are shown in the chart on page 366. The in- 
dex of wages paid by the Foster Utilities Company had increased 
steadily during 1917, 19T8, and 1919, but in January, 1920, still 
remained lower than the indexes of the cost of living and of wages 
paid in manufacturing industries. The indexes for January, 1919, 
and 1920, based on December, 1914, follow; 

Table 30— Indexe s for January, 1919, and January, 1920 

Jan., Jan , 


Indexes 1919 

Index of wages paid in Foster Utilities Company. ... 154 187 

Index of wages paid in manufacturing industries in the 

United States 19° 215 

Index of the cost of living 167 19S 


Two policies were open to the company in January, 1920: 
wages could be increased until they were comparable with those 
paid in manufacturing industries and decreased when business 
conditions declined; or wages could be increased only to the 
level which could be maintained in succeeding years. 

If the second policy were adopted and the company attempted 
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to follow the long-time trend of wages rather than the cyclical 
fluctuations, the management proposed to base wage increases 
upon its forecast of probable changes in rates and of the probable 
trend of living costs during subsequent years. By a study of 
these factors the management could determine the level of wages 
which could be maintained safely. 

The chief argument in favor of the former policy was that, if 
wages equaled those paid in manufacturing industries, the com- 
pany could reduce labor turnover. Any such reduction was of 
advantage in the improvement of the service because training 
and experience of nearly a year were required before employees 
reached average proficiency. It was a recognized fact, moreover, 
that the quality of the service depended to an important extent 
upon whether or not tlie employees were satisfied. 

The company foresaw, however, that sharp decreases in the 
wages paid by manufacturing industries were inevitable when the 
current prosperity declined. If wages were raised to the level 
of those in manufacturing industries, the subsequent necessary 
decrease when manufacturing wages declined was likely to have 
a harmful effect on the morale of the workers. Dissatisfaction 
among employees, which was reflected in impaired service, re- 
sulted in greater loss in a period of declining prices than in a 
period of increasing prosperity, because, under the former con- 
ditions, there was agitation by the public for reduced rates. If 
the service was poor at such a time, the agitation was increased 
correspondingly and public service commissions were influenced 
against the company. Even a slight reduction of rates caused a 
substantial decrease in revenues. 

It was difficult, furthermore, to increase wages as rapidly or to 
as great an extent as in manufacturing companies. In the latter, 
prices could be raised overnight to absorb the increased labor 
costs, but this was not possible in the Foster Utilities Company. 
A proposed raise in rates, which was necessary in order to increase 
wages, had to be reviewed before a public service commission, 
and a thorough investigation and analysis made of all conditions 
which affected the costs of operation. It was, accordingly, in- 
advisable for the company to follow the trend of industrial wages, 
since it was impossible to secure rate increases as often or in 
as substantial amount as were necessary to absorb the higher 
labor expense. If the company’s wages followed the changes of 
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industrial wages, although the labor turnover might be decreased 
and the service improved, the company was likely to have to take 
an operating loss. 

It was possible that a favorable effect on the labor turnover 
might result from developing among the employees a realization 
of the advantages of keeping their positions in the company. 
If the management decided not to follow the changes of industrial 
wages, it could explain this policy to the employees and announce 
that, while no guarantee could be given that there were to be no 
decreases in wages in the future, no reductions were to be made 
as long as the existing level could be maintained. It could be 
pointed out that employment in the company was unaffected by 
changing business conditions, since the company expanded both 
in periods of prosperity and depression. Through steady em- 
ployment, therefore, the employees were spared the anxiety of 
uncertainty and, moreover, earned more wages over a period of 
time than if they were employed in an industry in which rela- 
tively high wages were paid temporarily. 

The employees, on leaving, surrendered the opportunity to save 
afforded by the stock purchase plan, under which employees of 
six months’ standing were permitted to subscribe for stock of the 
company at a price substantially below the market and to pay 
for it through monthly deductions from their wages. Interest at 
8^0 per annum compounded quarterly was allowed on these de- 
ductions. Subscriptions of employees who left the service were 
canceled unless the unpaid balances were paid in full before the 
termination of service. In case of cancelation, the employee 
received the total amount of his instalment payments, with in- 
terest thereon at 6% per annum compounded quarterly. If he 
returned to the service subsequently, his status with reference to 
the stock purchase plan was the same as that of a new employee. 

Rights and benefits accumulated under the employees’ benefit 
plan also were forfeited by employees who left the service. A 
benefit fund was maintained by the company for the payment of 
accident disability and accident death benefits, sickness benefits, 
and pensions for long service and for permanent disability. With 
the exception of the accident disability and accidental death bene- 
fits, payments were made contingent on the completion of speci- 
fied lengths of service and were graduated according to the total 
length of service. Employees who left the company lost all 
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rights under the plan, and if they returned subsequently they had 
the status only of new employees. 

The management decided in January, 1920, that it was not 
desirable to increase the wages of any employees beyond the 
level which probably could be maintained in subsequent years. 
This policy, however, was not extended to wages paid to begin- 
ners, since greater increases in these were necessary to attract 
applicants. The exception did not affect the general policy; 
initial wages were expected to be decreased when labor became 
more plentiful, but the wages of persons in service in 1920 were 
not to be raised to such a point that reductions might become 
necessary at a later time. 

Increases in wages were made during 1920, but throughout 
the year, the index of wages paid to the company’s employees 
was at all times over 20 points lower than that of wages of 
employees in manufacturing industries; in October, 1920, at the 
highest point in the manufacturing wage index, it was 28 points 
lower. The advantages of employment in the Foster Utilities 
Company were brought continually to the attention of the em- 
ployees during this period. Although it was impossible to esti- 
mate to what extent the labor turnover was affected by this meth- 
od, the management was of the opinion that otherwise a higher 
turnover might have been expected. 

The company did not reduce the wages of any of its employees 
in 1921 or 1922. The only reductions were in the initial wages. 
The average wage increased during this period through the opera- 
tion of the sliding scale which raised the employees’ pay as their 
terms of service lengthened. In January, 1922, when the index 
of the wages of employees in manufacturing industries had de- 
clined from a peak of 236 in October, 1920, to 183, the index for 
the Foster Utilities Company had increased from 207 to 215. 
The cost-of-living index had declined at the time to 163, from a 
peak of 207 in June, 1920. 

26. KIMBROUGH MACHINE COMPANY — ADOPTION OF PLAN OF 
EMPLOYEE PARTICIPATION IN MANAGEMENT IN PERIOD 
OF BUSINESS PROSPERITY 

In June, 1918, the executive committee of the Kimbrough 
. Machine Company considered the advisability of adopting a plan 
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of employees’ representation. The company manufactured tex- 
tile machinery, and during this period of maximum production 
the plant employed 700 men. The factory was located in a 
small industrial town where there were 15 to 20 machine shops, 
foundries, and other metal-working establishments and, conse- 
quently, active competition for labor. At that time workmen 
were employed and discharged at the discretion of the foremen. 
About 25% of the company’s employees owned their own homes 
in the town, and were not likely to be attracted to other indus- 
trial centers by offers of higher wages. The remainder, how- 
ever, was that type of labor which drifted from one factory to 
another; these men easily became dissatisfied with the amount 
of wages paid and with working conditions. Because of the large 
wages paid to labor in all factories and the abundance of work, 
the employees were generally inefficient. Demands for wage in- 
creases were frequent, but when granted they did not increase 
the efficiency or the production to any appreciable extent. 
In the early months of 1918, the company had a serious strike 
which was settled only by conceding many of the demands made 
by the employees. Production was curtailed for several weeks. 

Many firms were accepting the idea of employee representa- 
tion, and it was recommended generally as a partial remedy for 
existing labor difficulties. The management of the Kimbrough 
Machine Company decided that employee representation would 
have the effect of decreasing the friction that had previously 
developed between foremen and employees. When grievances 
were submitted directly to the management by committeemen 
representing the employees, they could be adjusted without the 
delay that often caused minor complaints to develop into issues 
involving the whole body of employees. The exponents of em- 
ployee representation expected the plan to enable the management 
and the employees to understand mutually their respective prob- 
lems and points of view. By becoming acquainted with the prob- 
lems of management, the employees might take a greater interest 
in the general welfare of the company. It was advanced further 
that the conferences of the employee committeemen and 
the representatives of management might have a distinct educa- 
tional value for the former. The management of the Kimbrough 
Machine Company was of the opinion that wage increases alone 
could not be relied upon to maintain efficiency. The cooperation 
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of the employees and a higher morale were needed if the com- 
pany was to fill all the orders that it had on its books and make 
the greatest possible profits. 

There was a possibility, however, that the men might be en- 
couraged to make more demands after the establishment of this 
new plan for the adjustment of complaints. Representation 
strengthened the position of the so-called radical worker who was 
ever ready to assert unjust demands when the opportunity pre- 
sented itself. In the period preceding 1918, employees had been 
particularly successful in their demands, and it was apprehended 
that the adoption of the proposed plan would cause the em- 
ployees to assume that they had obtained another strategical 
victory. 

The management decided, however, to adopt the plan of em- 
ployee representation as recommended by the War Labor Board. 
Decisions relating to wages, working hours, quality of work, and 
general conditions of the employees were to be made by the 
management only after due consideration had been given to the 
claims of committeemen elected by the employees. It was pro- 
vided that shop committees should be elected to meet with an 
equal number of representatives to be selected by the employers. 
Each department or section of the shop was entitled to one com- 
mitteeman in the department. If in any department or section 
there were 50 employees in excess of an even 100, then an addi- 
tional committeeman was to be elected. The endeavor was to 
have the committees of manageable size and to give proportional 
representation to as many occupational or other natural groups 
within the plant as possible. 

The plan was continued through 1920 when it was allowed to 
lapse into disuse through lack of interest on the part of both the 
employees and the management. The employees’ committee re- 
mained, but its functions became unimportant and little consid- 
eration was given to its recommendations. The management 
did not learn that the adoption of the plan solved any of its 
difficulties in the period of prosperity, high wages, and scarcity 
of labor. The treasurer of the company expressed the opinion 
that the employees had been unreasonable in their demands and 
as inefficient after the adoption of the plan as before. In 1921, 
the volume of sales of the company declined more than 
from those in 1919. With the decline of sales, labor became 
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more plentiful and less exacting in its demands. Even in Sep- 
tember, 1923, the plant was not operating at more than 60% of 
its capacity. This, latter fact accounted for the loss of interest 
on the part of the management in employee representation. A 
majority of that class of labor which shifted from one place to 
another had been dropped from the pay-roll. 

What characteristics peculiar to this organization contributed 
to the failure of the plan? 

27. DAVIS TELEPHONE AND TELEGEAPH COMPANY — ESTABLIStl- 
MENT OF EMPLOYEE REPRESENTATION 

For several years prior to 1919 the Davis Telephone and Tele- 
graph Company had been interested in personnel work designed 
to promote the welfare and happiness of its employees. It had 
attempted constantly to make them more satisfied with their 
positions and to develop a spirit of cooperation which might be 
serviceable in reducing labor turnover and increasing production. 
The year 1919 was marked throughout all industries by unrest 
among workers which strained the relations between management 
and employees and had a harmful effect upon production. It 
became apparent to all thoughtful students of industrial relations 
that closer contacts between the workers and the management 
were necessary to improve and stabilize relations. The question 
arose, therefore, in the Davis Telephone and Telegraph Company 
as to the desirability and effectiveness of employee representation. 

It was asserted that the chief advantage of employee repre- 
sentation was to provide a plan by which representatives of the 
employees could talk over various matters with the management 
and could discuss and settle complaints and grievances which 
arose frequently. Grievances might or might not be real, but 
whether actual or fancied they were demoralizing to those em- 
ployees who harbored them. Whatever the company might do 
toward increasing the comfort of the workers and fostering more 
friendly relations between them and the management was of no 
avail and was open to misinterpretation if the workers had no 
one to whom to take their grievances. Employee representation 
provided a method by which these various troubles could be dis- 
closed and either explained or removed in joint conferences. 

The management realized that at first the conferences were 
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likely to be monopolized by matters of compensation and working 
conditions. It hoped, however, that opportunity might be af- 
forded later to discuss the policies and plans of the company and 
the relations of both the employees and the company to the 
public. Opportunity also might be provided for the management 
to tell the employees about its responsibilities. Difficulties might 
be discussed and valuable suggestions secured. In this way the 
confidence of the employees in their own ability could be 
increased. 

A further result to be gained by employee representation was 
the realization by the workers that they were an integral part 
of the organization, that the management had an interest in them, 
and that they were working with the management with a common 
purpose and toward a common objective. There were, accord- 
ingly, possibilities for greater attainments through cooperation 
and through the development of greater confidence of employees 
in the management. 

Those who opposed the plan for joint conferences contended 
that the scheme would not work because the workers were not 
interested in information about the company and its affairs, but 
were concerned only with the amount of their wages and the 
length of their hours of work. 

There was a possibility, furthermore, that the management 
might not be prepared for employee representation, or developed 
to the point where it appreciated fully the significance of such 
representation, or able to carry out its part of the program. As 
a result there might be evasions and delays in answering ques- 
tions that arose in the joint conferences; in many cases a repre- 
sentative of the management was likely to shift responsibility to 
some other executive in regard to matters which he was unable 
to explain or discuss satisfactorily. Such occurrences were likely 
lo impede and confuse the functioning of the plan and to make 
the employees lose confidence in the undertaking. 

The management determined, however, that it was desirable 
to have the employees organized into an association which could 
present grievances and discuss various topics with representatives 
of the management. The initial proposal was that the company 
should develop and present a plan of organization to the em- 
ployees. Two types of organization were considered, one of 
which was a simple scheme of independent office committees 
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with no opportunity for employees in different offices or depart- 
ments to assemble and with no provision for appeal from der 
cisions. The other plan permitted employees from different 
offices and departments and from various company subdivisions 
to come together to discuss matters of common interest, and 
provided for appeals from decisions along the line of company 
organization to the president. 

After further deliberation, however, the management came to 
the conclusion that since the association was to belong to the 
employees, the management should not offer the company-framed 
type of organization, but ought to allow them to form their own 
plan. The management, of course, reserved the right to reject 
any part of the plan that seemed to be fundamentally unsound. 
It was suggested, therefore, through the regular organization 
channels, that the employees organize for collective dealing at 
each office, that they appoint representatives to negotiate with 
the managers of their respective offices, and that they draw up 
their own constitutions and submit them to the management for 
approval. 

The result, as the management expected, was some degree of 
confusion and the submission of a great variety of schemes. The 
proposed constitutions ranged from crude to elaborate types and 
covered almost every conceivable form of organization. It was, 
of course, out of the question to approve this medley of plans as 
received, but however unsatisfactory the result of the initial at- 
tempt to organize the workers was, the first step had been taken 
by the employees themselves with complete freedom of action. 

It was apparent that in the meantime there had been a general 
exchange of comments and views among the employees. Re- 
quests began to come in for permission for representatives from 
the various offices and company subdivisions to meet and con- 
sider types of employee organizations, with a view to selecting 
the type which seemed best fitted to their needs. The manage- 
ment was of the opinion that there were no convincing reasons 
for denying this privilege, and accordingly representatives were 
elected by the employees to attend a constitutional convention. 
The company turned over to this convention all the constitutions 
and proposed plans of organization which had been submitted 
by the employees, as well as drafts of plans which the manage- 
ment itself had prepared and copies of the constitutions and 



OPERATING PROBLEMS 


375 


forms of organizations then existing in several other companies. 
After much discussion, and with no interference by the manage- 
ment, a constitution embodying a form of organization which in 
general was the second and more liberal type originally consid- 
ered by the management, was formed and presented for accep- 
tance. After a few modifications which were agreed upon in 
joint discussions, the constitution was accepted by the manage- 
ment and ratified by the employees. 

The purpose of the association was declared to be “to main- 
tain a spirit of mutual cooperation and confidence by providing 
regular facilities for the exchange of views and suggestions be- 
tween the employees and the management;" and “to supplement 
the right of each employee to deal directly with his superior 
officers by affording the employees collectively a voice in matters 
pertaining to working conditions, compensation, hours of labor, 
safety, efficiency, education, and other matters of mutual 
interest.” 

The organization of the association was parallel to the func- 
tional and territorial structure of the company organization. 
Basic unit bodies, called branches, consisting of lo or more em- 
ployees, were organized separately in the traffic and in the plant 
departments throughout the territory of the company. Each 
member of the association was affiliated with some departmental 
branch. Delegates from departmental branches formed a de- 
partmental district board in each district, and each division had 
a departmental division council composed of delegates from the 
district boards in that division. In addition there was a general 
office council composed of delegates from each of the general 
office departments at headquarters, and a general assembly com- 
posed of delegates from the general council and from all the 
division councils. 

Each branch met once a month and after a business session, 
which was open only to members, a representative of the manage- 
ment gave a short talk intended not only to inform the employees 
but to stimulate their interest in their own particular work. Dis- 
cussions intended to explain obscure points or to dispose of any 
new questions which might arise followed. 

Matters to be taken up with the management were referred to 
the executive committee of the branch. This committee met every 
month with a management representative to engage in an infor- 
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mal, round-table discussion of company affairs; problems of both 
sides were talked over and suggestions were offered. The man- 
agement representative had the right of decision on any proposals 
made by the employees, but appeal could be taken from his 
decisions to the district management head. 

The district boards met once every three months, the division 
councils once every six months, and the general assembly once 
each year. Each of these bodies had its own executive committee, 
which dealt with the proper representative of the management 
and had the right of appeal to higher executives. 

The question of wages, working conditions, and hours of work 
monopolized the entire time of the conferences with the manage- 
ment for nearly a year and left no chance for discussions of other 
subjects. Gradually, however, other types of questions began 
to be asked and the employees showed that they were interested 
in the various management policies of the company. After the 
first year questions and discussions fell under the following four 
general heads: The first group included wages and working 
conditions. Under the second heading were the subjects of tools, 
practices, methods, and results. Public relations were the subject 
of discussions in the third class. The final group was composed 
of miscellaneous subjects, such as employee representation, 
stock purchase plan, accident prevention, first-aid training, em- 
ployees’ benefit fund, and allied matters. 

28. HARWIN MACHINE COMPANY — ^ESTABLISHMENT OF PERSONNEL 
DEPARTMENT IN PERIOD OP PROSPERITY 

The Harwin Machine Company regularly manufactured cotton 
machinery, but during the World War gun mounts needed by the 
United States War Department were produced. In the period 
of maximum output about 900 men were employed. In June, 
1918, the company had more orders than it could fill, and profits 
were high. There were several machine shops, iron foundries, 
and other metal-working factories in the town where the plant 
was located. These were operating at capacity, and active com- 
petition for labor existed. Because employment with high wages 
was abundant, the employees of the Harwin Machine Company 
became careless. The company was largely dependent upon the 
class of labor which constantly transferred from one factory to 
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another in order to obtain higher wages or less arduous labor. 

The management of the Harwin Machine Company contem- 
plated the establishment of a personnel department which was to 
select employees from applicants, and keep records of their sub- 
sequent performance and to supervise recreational activities. A 
house organ was to be published in the interest of the employees. 
This publication might promote friendly rivalry by showing ex- 
ceptional output of any particular group of employees. Recrea- 
tion for the workmen was to be provided through the formation 
of baseball teams. Competition between this factory and others 
might create a pride in the organizations of the company. The 
provisions for recreation were expected to promote good-will 
and decrease dissatisfaction. The employment of labor required 
specialized training, and a manager should be assigned who could 
devote his entire attention to it. Other factories used special 
inducements to secure and retain satisfied employees. It was 
necessary for the Harwin Machine Company to adopt similar 
methods, in order to meet the severe competition. 

The employment of a personnel manager and his assistants, 
on the other hand, involved an expenditure of $7,000 a year. 
The estimated expense of maintaining a house organ was $5,000. 
Equipment for athletic teams and motion pictures was likely to 
cost $5,000 annually. The expenditure of $17,000 would have 
been regarded previously as exorbitant, but in 1918 sales aggre- 
gated about $3,000,000 and profits were correspondingly high; 
therefore, the element of cost was not regarded as important. 
These advantages, however, might not increase the output of the 
employees. Wage increases had not been effective, and if the 
new plan was adopted, employees might become more interested 
in baseball and motion pictures than in record production. 

It was decided, however, to engage an employment manager 
to direct the personnel department and its various activities. The 
department was continued until the latter part of 1920. Sales, 
at that time, had declined more than 50% from the high point 
reached in 1919. Because of the part-time operation of the 
plant, unit costs had advanced and the company was unable to 
sell its product at a profit. In September, 1923, the factory was 
operating at about 60% of its capacity. As profits declined in 
1920, the company gradually curtailed the activities of the per- 
sonnel department, and early in 1921 the office of personnel 
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manager was discontinued. The profits of the company had 
decreased, the desired spirit of cooperation had not been estab- 
lished, and the additional activities had taken the attention of 
the workmen away from maximum production. The following 
balance sheet shows the financial condition of the company in 
December, 1920. 


Harwin Machine Company— Balance Sheet as of December, 1920 


assets 


LIABILITIES 

Real Estate .... $ 

470,236.55 

Capital Stocks. . .$] 

[,270,000.00 

Machinery 

734,881.69 

Capital Stocks (no 


Merchandise .... 1 

,388,798.34 

par value) .... 

635,000.00 

Furniture, Fix- 


Accounts Payable 

682,693.58 

tures, etc 

40,430.45 

Notes Payable . . . : 

[,202,690.00 

Patterns and 


Reserve for Fed- 


Drawings 

140,313.41 

eral Tax 

11,342.37 

Notes 

61,930.28 

Advances on Con- 


Accounts Receiv- 


tracts 

143,275-05 

able 

990,050.09 

Labor and Interest 

23,897-59 

Cash 

123,720.86 

Profit and Loss. . 

164,125.91 

Securities 

128,270.00 



Cash Advanced. . 

2,223.77 



Interest and In- 




surance Prepaid 

52,169.06 



Total $4,133,024.50 

Total $4,133,024.50 


The competition for labor diminished, and men could be em- 
ployed more easily. The treasurer of the Harwin Machine Com- 
pany stated that the company had derived no benefit from the 
expenditure made for the welfare of the employees during the 
period of prosperity. 

29. PENNELL HOSIERY MILLS — ^INSTITUTION OF PROFIT-SHARING 
PLAN TO SECURE COOPERATION OF EMPLOYEES 

The Pennell Hosiery Mills were located in a town of about 
8,000 inhabitants. There were no other textile manufacturing 
establishments in the town and, consequently, there was ordi- 
narily little direct competition for labor. Approximately 700 
workers were employed, most of whom were skilled; payment 
was made on a piece-rate basis. The mills had been in oper- 
ation for 20 years, and cordial relations had been established 
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with the employees. The average length of service was about 
three years. About 8o% of the workers were women. 

In order to maintain the good-will of the employees, the com- 
pany had granted bonuses of of total wages for the years 
1917 and 1918. Because of the increased earnings of the com- 
pany in 1919, the bonus was increased to 15% of total wages. 
This increase in earnings had not resulted from greater interest 
on the part of the employees but from a larger volume of sales 
and an appreciation in inventory. The extra remuneration did 
not affect the quality of the work in the succeeding year. The 
bonus was paid in a lump sum at the end of the year and was 
spent and forgotten quickly by the average employee. 

In January, 1920, during a period of maximum production, 
the management decided to discontinue the bonus and to adopt a 
profit-sharing plan. The output of the mills was being disposed 
of easily, and profits were satisfactory. A permanent place of 
employment was not as highly valued as in a less prosperous 
period. Because of the high wages and abundance of work in 
the nearby towns, the employees had become lax and careless. 
The profit-sharing plan was instituted in order to interest the 
employees permanently, and as a group, in the welfare and pros- 
perity of the company, and, consequently, to encourage care and 
economy in the use of materials and to develop a sense of pride 
in the manufacture of a satisfactory product. 

The following agreement was made with the employees. As 
soon as possible after December 31 of each year, until the agree- 
ment should be abrogated, the net profits of the company for the 
calendar year were to be ascertained. One half of this sura was 
to be placed to the credit of the body of employees by proper 
entries upon the books of the company; the other half was to 
remain the separate property of the management. The amount 
credited to the body of employees was divided among individuals 
according to the ratio of the individual wage or salary for the 
year to the total pay-roll. Fifty per cent of this individual profit 
was paid in cash, and a certificate for the remainder was issued. 

The amount represented by the certificate remained with the 
management; the employees were to receive interest annually 
upon it at the rate of 6%. 

Employees who entered the service of the company after Janu- 
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ary, 1920, were not to commence to share in profits until they had 
remained with the company for three years. When an employee 
who had remained with the company for five years or more re- 
tired, he could redeem the certificates, with interest, in one year 
after notice of retirement had been given, the valuation to be 
that of the date of the payment. An employee who left volun- 
tarily before the expiration of five years’ service agreed to permit 
the amount for which he held certificates to remain in the busi- 
ness until the expiration of five years from the date of his 
employment. The management reserved the right to pay the 
whole or part of any certificate at any time. 

If a loss were sustained in any year, it was to be borne equally 
by the management and the employees. If the funds credited to 
the employees were insufficient to meet their obligations, the 
amount was to be advanced by the management. The sum so 
advanced was to be charged against future credits to the em- 
ployees. Losses were to be shared by individual employees in the 
same proportion as profits. 

The agreement provided that at the end of each calendar year 
the regular accountant of the management should ascertain the 
amount of total net profits and should state to each employee the 
amount of his share. This statement was to be final unless a 
majority of all the employees, by written ballot, voted to have the 
accounts examined for the purpose of determining their correct- 
ness. The expense of such an examination was to be borne by the 
employees. 

The decision of the company’s management was to be final in- 
controversies arising with respect to the promptness, efficiency, 
and performance of duty of any employee. The title to all prop- 
erty remained in the management, and the agreement provided 
that the enterprise should be conducted, managed, and controlled 
solely by them without reference on the part of the employees. 
The management reserved the right to increase or decrease the 
number of active employees. When any employee was dis- 
charged, full settlement for the certificate was to. be made at once 
and in cash. 

If at any time the interests of the employees exceeded a fair 
valuation of the property of the management, a corporation was 
to be organized upon the initiative of the proprietors or a 
majority of the employees. All the real and personal property 
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of the old company and the right to use its name were to be trans- 
ferred to this corporation. The capital stock was to be equal to 
the value of all property rights and interests that had been trans- 
ferred to the corporation by the employees and proprietors. The 
par value of the stock was to be $ioo per share. The proprietors 
and employees were to receive, and accept in full payment for 
their interests, shares of capital stock of the corporation at par 
value. 

It was provided that the agreement might be abrogated and 
this plan of profit-sharing abandoned by the management at any 
time after the expiration of two years, if, in their opinion, the 
purposes for which it had been established had not been realized. 
In this event, the certificates of employee ownership were to be 
redeemed in full in cash. No mention was made of possible 
abrogation of the plan on the part of the employees in the event 
of dissatisfaction on their part 

After the plan had been in operation for three years, the ex- 
pected results had not been achieved. The cooperation of only 
about 50% of the employees was secured. While none of the 
workers openly opposed the plan, half of them were totally in- 
different to its advantages. The possibility of eventual owner- 
ship was too far removed. The profits received by the individuals 
depended not only upon’ their own productiveness, but upon the 
productiveness of all other employees and upon the financial suc- 
cess of the company as a whole.. The stimulus provided was too 
indirect; the worker was likely to assume the attitude that indi- 
vidual slackness did not affect net profits to an appreciable 
degree. 

The average amount received by the individual employees, 
including the higher factory executives and foremen, as bonuses 
in 1917, rgiS, and 1919, were approximately $120, $140, and 
$190, respectively. In 1920, the average amount received by 
the individual employee under the profit-sharing plan was $200. 
In 1921, there were no profits, because the company had not 
reduced its wages from the high point reached in 1920, whereas 
most textile mills had effected a 2234% reduction. If the 
Pennell Hosiery Mills had done this, the net profits for the year 
1921 would have been $200,000, and under the profit-sharing 
plan only $100,000 would have been paid to the body of em- 
ployees, or approximately $142 to each individual. 
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30. THEASHEK COTTON MILLS COMPANY — SALE OP COMMON STOCK 
TO EMPLOYEES UPON INSTALMENT PLAN 

The Thrasher Cotton Mills Company, which operated three 
mills for the production of cotton cloth, had 10,000 employees. 
In the spring of 1923, a committee of employees requested that 
the company allow workers to purchase common stock under a 
plan of instalment payments. The market price of the stock was 
about 96. The dividend rate was 6%, and dividends of at least 
6% had been paid continuously after 1890. The company had 
an opportunity to secure a block of s^ooo shares at 91 from an 
associated company in case the officers decided that the sale of 
this stock at cost to the employees was advisable. 

It was the policy of the company to comply with reasonable 
requests from employees whenever possible. Approximately 750 
employees already had purchased the company’s stock on the 
open market. Other employees desired to invest in the stock 
because they were familiar with the company and had confidence 
in its ability to pay dividends. They did not have sufficient 
funds, however, to make immediate payment, and sought the 
adoption of the instalment-payment plan because it allowed them 
gradually to acquire ownership of the stock. 

The interest of employees in the company’s welfare was stimu- 
lated by ownership of stock. Although not every worker was 
expected to become a stockholder, those who purchased were like- 
ly to be the leaders and the most influential among their fellows. 
As stockholders they would realize that whatever was of benefit 
to the company benefited them. It was advantageous, further- 
more, for the company to stimulate among the employees a pride 
of possession and a sense of importance as part owners of the 
corporation. The Thrasher Cotton Mills could expect better 
cooperation in securing economy of operation and in readjusting 
wages. A reduction in labor turnover also was possible, because 
workers who owned shares were not likely to seek employment 
with other companies. 

The officers believed that the results of the sale of common stock 
to employees by other important companies, such as the United 
States Steel Corporation and the American Woolen Company, were 
satisfactory. The interest of employees in the welfare of those 
companies was said to have been strengthened by ownership. 
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The plan provided a simple method for sharing profits •with 
employees. Other plans for profit sharing had been rejected be- 
cause they were complex and could not be understood readily 
by workers. It also seemed that when bonuses and premiums 
were paid under various methods for sharing profits, workers 
often received the impression that the payments were available 
because wages had been maintained at a low level. Employees 
generally preferred high wages to gratuities. The semblance of 
giving the latter was avoided by the sale of common stock because 
when employees became part owners of the company, they re- 
ceived the same profit as other owners. 

If the stock bought by employees was held as an investment 
and not sold when the price declined slightly, reduction in the 
fluctuation of the stock was possible. A wider market for the 
stock was provided also, because employees were likely to pur- 
chase additional shares subsequently on the open market. On 
the other hand, if employees found it necessary to sell on the 
market at a price below 91, the discontent and resentment 
caused by such losses might defeat the purpose of the plan. It 
was suggested to the officers that the interests of the employees 
were not served by investments of savings in the company which 
furnished their livelihood. They were more in need of income 
from savings when the affairs of the company were not pros- 
perous and when employment was unsteady. At such times, 
however, the market price of the stock was likely to be low, 
and dividends were not assured. 

It was probable that comparatively few workers could take 
advantage of the plan, and hence the advantages to be derived 
by the company were limited. A frequent disadvantage of the 
sale of common stock at less than the market price was that em- 
ployees might sell their rights to subscribe or dispose of the 
stock to individuals not employed by the company. A few 
companies avoided this difficulty by paying a special bonus to 
those who held the stock for a specified period of years. The 
officers of the Thrasher Cotton Mills Company believed that in- 
stalment payments extending for a year or more prevented im- 
mediate disposal of stock. After an employee completed pay- 
ments and became an outright owner of the shares, he was justi- 
fied in selling them when he desired. If restrictions on the right 
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to sell were imposed, the discrimination removed employees from 
the class of common stockholders. 

Another plan was suggested which eliminated risk of loss to 
employees from a decline in price by creating a special class of 
stock. This stock was not negotiable and it paid preferred divi- 
dends. A fixed minimum rate could be established which equaled 
the dividend rate on common stock with a provision that it be 
raised to correspond with increases in the common stock rate. 
Thus employees were assured of sharing profits equally with com- 
mon stockholders without the risk of a serious decline in price. 
They were not given voting power and were unable to sell the 
stock except to the company and at the price paid. An advantage 
for the company was that the desired amount of stock could be 
issued and sold at any figure regardless of the market price for 
common stock. 

This suggestion was not adopted because it eliminated the ad- 
vantages of ownership of common stock by employees. If an- 
other form of stock were sold, interest of workers was not stimu- 
lated by ownership of stock, the dividends on which were as- 
sured. Unless risks were shared by employees, there was no 
incentive for them to cooperate with the management. The 
risk involved could be explained fully before agreements to pur- 
chase were made and no one was to be urged to buy the stock. 

The officers recognized that employees’ savings should not be 
subjected to risks in the company which supplied their chief 
means of livelihood. Since the probable subscription of each 
worker was only two or three shares, however, the investment in 
many cases would not constitute his entire savings. In other 
instances, the amounts paid for stock were not likely to be saved 
except under the instalment plan. 

The officers decided to purchase the block of S,ooo shares for 
sale to workers on instalment payments. Employees could agree 
to purchase from one to five shares at $91 per share. If sub- 
scriptions to more than 5,000 shares were received, the company 
reserved the right to reduce the number of shares allotted in order 
to allow at least one share to each applicant. It was specified 
that $5 per share be paid within five weeks after date of an- 
nouncement of the plan, with additional payments to be deducted 
from pay at the optional rate of either $1 or $2 per share each 
week. The company was owner of this stock until full payment 
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was received, but dividends declared were credited to the ac- 
count of the purchaser. Interest at the rate of 5% per year on 
unpaid balances was charged quarterly. Employees were per- 
mitted to cancel purchase agreements at any time, and to re- 
cover the total amounts paid, less dividends. There were no 
transfer rights until the stock was fully paid. The following 
paragraph was contained in the announcement of the plan: 

The company is now paying 6% dividends, i. e. $6 per year on each 
share of stock, but, of course, cannot guarantee the future rate or the 
future market price of the stock. All employees who become stock- 
holders under this plan will, after receiving their stock, thus be on 
exactly the same basis as any other stockholders, with the same rights 
and benefits aird the same risks. 

In the five weeks which intervened between the announcement 
of the sale and the last day on which applications were accepted, 
the market price of the stock declined from $97 to $90. Ap- 
proximately 2,375 shares were purchased by 695 employees. The 
officers realized that the offer was made at an unfavorable time. 
Those who subscribed under the plan, however, did not cancel 
their commitments. The remaining stock was held in the trea- 
sury until employees should request another opportunity to 
purchase stock on instalment payments. 

31. HUDSON TELEPHONE COMPANY — SALE OF 
STOCK TO EMPLOYEES 

In connection with the personnel work of the Hudson Tele- 
phone Company during the latter part of 1914, the advisability of 
selling stock to employees was presented for consideration. The 
company controlled a number of operating telephone companies 
throughout the United States, and it was deemed necessary that 
any offer of stock be extended on the same terms to employees of 
all the companies. The public utility laws of the state in which 
the parent company was incorporated and had its headquarters, 
permitted stock issues to employees but not to employees of sub- 
sidiaries. The employees of the parent company constituted 
only a small minority of those of the whole system. If the com- 
pany decided to sell stock to employees, therefore, it was neces- 
sary to buy in the open market the number of shares required for 
all purchases by employees of subsidiaries. Stock so purchased 
could be deposited with a trustee until all payments were made. 
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It was advisable to offer the stock several points below the 
market price in order to provide an inducement to the employees 
to subscribe and to protect them from fluctuations in the market 
price. In addition to this cost, a possible disadvantage was the 
chance for speculation. The company desired that the stock be 
held as an investment by those employees who purchased it and 
not used as a means of making a few dollars by resale in the open 
market. Owners of stock, however, could not be prevented from 
selling it. 

It was not possible to institute a plan of profit sharing as a 
means of interesting employees in the success of the company, 
since in a public utility, any surplus that remained after the pay- 
ment of a satisfactory rate of return upon the capital invested 
was required for reinvestment to protect the service and to pro- 
vide the margin of surplus necessary for further capital issues. 

By the purchase of stock, the employees became part owners, 
and as such might be expected to develop an active interest in the 
organization and conduct of the business, which would result in 
an improvement of the service. 

The establishment of such a plan, furthermore, might cause a 
reduction of the labor turnover, since it provided an additional 
incentive for employees to remain with the company. Because 
of the training and experience necessary before an employee actu- 
ally became productive, there was a direct loss when one resigned. 
A stock plan provided an additional attraction to applicants for 
positions. An increase in the number of applicants raised the 
standard of the personnel, since it afforded a wider range of 
selection. 

The sale of stock to employees was of direct advantage to them, 
since it provided an incentive to save and a profitable means of 
doing so. They were given the opportunity to invest in the stock 
of a company with steady earnings, at a price below the market 
value. In 1914, the company had an unbroken dividend record 
of 31 years and its stock had a reputation as a stable and sound 
investment. The deduction from the pay of an employee of 
a nominal amount monthly for each share of stock subscribed 
for provided an easy way to save; he came to look upon his pay 
as being that much less and governed his expenses accordingly. 

The company decided to sell stock to its employees. Under 
the plan which was adopted subscriptions were accepted up to 
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January 30, 1915, from employees who had been with the com- 
pany two years or more. The market price during February, 
1915, varied from $116 to $121; the price to employees under 
this offer was fixed at $110, the lowest market price for the pre- 
ceding year. The management considered this price sufficiently 
below the market value to remove the possibility of any adverse 
effect upon the plan from minor fluctuations in the stock market. 
The price was close enough to the market value, however, to re- 
duce the speculative appeal which resulted when there was a 
prospect of a large capital gain. There was no guarantee against 
the possibility of a second offer at a higher or lower price. The 
company expected to adjust the price in any subsequent offer ac- 
cording to the price at which the stock was selling in the open 
market. Each employee was allowed to subscribe for stock up 
to a maximum of one share for each $300 of his annual wages, 
provided this number did not exceed 10 shares. 

Payment for the stock was made, beginning in March, 1915, 
by instalments of $2 per share per month, but the unpaid balance 
could be paid in full after March i, 1917. Dividends on the 
stock were credited as payments. Interest was charged on un- 
paid balances at the rate of 4% per annum and was added to the 
unpaid balance at the end of each quarter. If an employee de- 
sired to withdraw from his purchase agreement, he was paid the 
total amount withheld from his wages, with interest at 4% per 
annum compounded quarterly. The stock was purchased by 
the company and was held by three trustees appointed by the 
board of directors until it was fully paid for by the employees. 
It then was transferred to the purchaser, who held it without re- 
strictions and with all the rights of other stockholders. 

The first offering was received with approval by the employees 
and many took advantage of it. So many requests for a second 
offering were made by employees whose term of employment had 
been too short to allow them to participate in the first sale, or who 
had been prevented by other reasons, that the company deemed 
it desirable to provide a second opportunity for the employees to 
subscribe for stock. Consequently, a second offer was made in 
March, 1916, on the same terms except for the price, which was 
fixed at $118 per share. The market price at this time was from 
$127 to $130. 

A third offering was made to employees in December, 1919, at 



PROBLEMS IN BUSINESS ECONOMICS 


388 

$100, which was about the market price of the stock at that time. 
The plan was amended to permit employees of one year or more 
of service to purchase shares in proportion to their wages, with a 
maximum of 20 shares to one person. The instalments were in- 
creased to $3 per month. 

In April, 1921, an amendment to the corporation law of the 
state was made which allowed corporations to issue stock not only 
to their own employees but also to the employees of their sub- 
sidiaries, if permission was granted by their stockholders. The 
Hudson Telephone Company requested the employees of sub- 
sidiaries who were paying for shares to accept new stock issued 
in their names instead of the stock held by the trustees. This re- 
quest, which was granted by almost all the purchasers, was of 
advantage to the company, because the market price had in- 
creased after the third offering was made. The company, there- 
fore, could sell the stock on the market at a higher price than it 
had paid. In addition to this premium, the company also secured 
more stockholders and more capital with which to pay for plant 
extensions. 

In May, 1921, the plan was changed to allow employees of six 
months or more service to subscribe for stock at any time at a 
price fixed by the company. This price, however, could not be 
less than par. No employee could subscribe for more than 50 
shares in one year or for more than one share for each $300 of 
his annual pay. The price during May, 1921, and until the end 
of November of that year was $100 per share. The market price 
was about $108 in May and rose to $118 in November. Pay- 
ments were made at the rate of $3 per share per month, and 
interest at the rate of 8% compounded quarterly (later reduced 
to 7%) was credited to the employees’ accounts on all deductions 
from their wages. At any time after six months from the date of 
the initial deduction, payment in full for all or part of the stock 
subscribed could be made. An employee could withdraw his sub- 
scription at any time and' receive the total amount deducted from 
his pay, with interest at 6% per annum compounded quarterly. 

The price of stock offered to employees was raised in Decem- 
ber, 1921, to $105 and continued at this price until March, 1922, 
when it was increased again to $110. In November, 1921, the 
market price was about $118 and rose to over $120 in March, 
1922, In October, 1922, tlie price to employees was increased 
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a third time to $115 per share. The market price for several 
months previous had averaged about $123. On February i, 
1924, the price was raised to $118 per share; the market price 
at this time was about $128. 

In May, 1922, the provision under which employees could 
complete payments on their stock six months from the initial de- 
duction was revoked. This provision had permitted speculation 
on the part of the employees, since it enabled them to secure their 
stoclc in a comparatively short period of time, to sell it on the 
open market, and to subscribe again for more stock. Notwith- 
standing this change, tlie company was convinced that the em- 
ployees of the system realized fully the advantages that were of- 
fered to them by the stock purchase plan. In March, 1923, ap- 
proximately one-sixth of the employees were stockholders and 
nearly one-third were paying for stock purchased on the monthly 
payment plan. 

32. ASSOCIATED STEEL COMPANY — ^ADOPTION OF A PLAN TO MAKE 
POSSIBLE SUBSTANTIAL STOCK OWNERSHIP AMONG 
CHIEF EXECUTIVES 

In 1917 and 1918 the Mercury Oil Company, important pro- 
ducers and refiners of petroleum products, had exceptionally large 
earnings. They were in excess of the amount that was needed for 
reinvestment in producing properties or refining facilities. How- 
ever, the high taxes that were in effect during that period made 
the executives hesitate to distribute them to stoclcholders in the 
form of cash dividends. They decided, therefore, to invest these 
earnings in the stock of other industrial corporations which they 
deemed had both the elements of a safe security and substantial 
speculative possibilities. Among the investments made was the 
purchase of 400,000 shares of stock in the Associated Steel Com- 
pany. There were about 1,600,000 shares outstanding of no par 
value. Control of the common stock was held by other interests. 
This steel company was a consolidation of 10 companies engaged 
in the production of steel parts to be used in the manufacture of 
automobiles. Most of the individual companies had been success- 
ful. They had been consolidated in the belief that economies 
could be secured in production, distribution, and executive man- 
agement. The Associated Steel Company during its few years of 
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existence had justified fully these expectations and had become an 
important unit in the steel industry, specializing in automobile 
products. 

From 1918 to 1920 the earnings of the Associated Steel Com- 
pany were substantial enough to enhance materially the value of 
the common stock. In 1921, however, the company underwent 
serious losses as the result of unduly large inventories and raw ma- 
terial commitments. The interests controlling the stock of the 
Associated Steel Company became involved financially and were 
unable to continue to hold the stock in the face of its current de- 
preciated value. There appeared to be no way in which these in- 
terests could liquidate their holdings on the open market without 
substantially depressing the price. The executives of the Mercury 
Oil Company were of the opinion that if the stock should be so 
liquidated and if as a result full knowledge of the serious financial 
difficulties of the Associated Steel Company were made public, the 
attendant results might bring about receivership. In order to 
protect the investment that it already had made in the Associated 
Steel Company, the executives of the Mercury Oil Company de- 
cided that it was wise to purchase enough additional common stock 
to control the Associated Steel Company. It was necessary to 
purchase 200,000 shares for this purpose. The disadvantage of so 
doing, however, was that the purchase necessitated the investment 
of a large proportion of the surplus funds of the Mercury Oil Com- 
pany in an outside corporation whose business was totally unre- 
lated to oil production and refining. The necessity for protecting 
the investment already made, however, outweighed this factor and 
the purchase was made. Title to all the stock of the Associated 
Steel Company already owned and at that time purchased by the 
Mercury Oil Company was given to the Mercury Investment 
Corporation which was established solely for the purpose of hold- 
ing the stock of the Associated Steel Company. 

During 1921 and 1922, the new management of the Associated 
Steel Company, which had been appointed by those in control of 
the Mercury Oil Company, completely reformed the method of 
administration of the Associated Steel Company. Among the 
former administrative methods that the new management of the 
Associated Steel Company desired to improve was that of a spe- 
cial reward to chief executives in addition to their salaries. This 
previously had been made by the distribution of a bonus from year 
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to year the amount of which depended upon the profits of the com- 
pany. After deducting from net earnings <]% upon the capital 
employed, 10^ of the total net earnings had been distributed in 
the form of a bonus to all employees of the company. Five per 
cent was distributed to wage earners and junior executives, and 
5 % to the 2 8 senior executives, including directors in managerial 
positions. The bonus was payable in the form of Associated Steel 
Company common stock. In addition to this bonus plan, there 
was a savings plan in effect for wage earners of the company where- 
by for every dollar saved by the employee and invested in the 
common stock of the Associated Steel Company the Associated 
Steel Company added 50 cents to such employee’s investment. 
The following number of shares of stock had been distributed to 
all deserving employees of the company §ince the plan was inaugu- 
rated in 1918: 

iJo Preferred Common 

1919 5,676 1918 20,917 1920 9,558 

1920 2,536 1919 17,173 1922 13,718 

The new management was of the opinion that the amount of 
bonus distributed to the chief executives was not large enough in 
relation to their salaries to stimulate them to display originality 
and cooperation in securing economies in management. The di- 
rectors, however, did not desire to appropriate any larger sum 
tlian 5% of annual earnings to this plan. They were of the 
opinion, however, that a plan could be worked out, whereby, on 
the investment of $50,000 or $100,000 on the part of each chief 
executive, speculative possibilities could be developed such that, 
if the company continued to be finally successful over a period 
of years, tlie executives would have an appreciation on the money 
invested amounting to 400% or 500^ in seven or eight years. 
The new plan also should allow the executives a larger stock owner- 
ship, in order to increase their active interest in the welfare of the 
company. 

The following plan was devised to meet these requirements. A 
new corporation to be called the Associated Steel Partnership 
Company was to be organized to have a capital of $13,520,000. 
This was to be divided as follows: 

$11,520,000 — 7% convertible non-voting preferred stock 
T, 600, 000 — managers’ participating stO(± 

400,000— managers’ non-participating stock 
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The Associated Steel Company was to pay $2,000,000 in cash 
to the Associated Steel Partnership Company and was to receive 
therefor $1,600,000 managers’ participating stock and $400,000 
managers’ non-participating stock. The stock thus acquired by 
the Associated Steel Company was to be sold to the 2 8 chief execu- 
tives of the company at not less than cost and in such amounts as 
should be decided upon by the directors of the company. The As- 
sociated Steel Partnership Company was to offer to purchase a 
total of 1 80,000 shares of common stock of the Associated Steel 
Company from the common stockholders of the company. Each 
common stockholder of the Associated Steel Company was to be 
offered the opportunity of selling common stock up to 10% of 
his holdings to the Associated Steel Partnership Company and 
receive therefor $ii per-share in cash and $64 per share in 7% 
cumulative convertible non-voting preferred stock of the Asso- 
ciated Steel Partnership Company at par. The Mercury Invest- 
ment Corporation was to agree to sell in addition to 10% of its 
holdings of Associated Steel common stock such an amount of 
Associated Steel common stock as was not subscribed by other 
common stockholders according to their rights. The result of 
these transactions would be that the Associated Steel Partnership 
Company would have assets of $20,000 in cash and 180,000 shares 
of common stock of the Associated Steel Company valued at $1,- 
500,000; liabilities would be $11,520,000 of 7% non-voting con- 
vertible preferred stock; $1,600,000 of managers’ participating 
stock; and $400,000 of non-participating managers’ stock. 

The Associated Steel Company was to contract with the Asso- 
ciated Steel Partnership Company to pay to the latter annually 
for eight years 5% of its net earnings after 7% had been earned 
on the capital employed. The Associated Steel Company was to 
contract further to advance to the Associated Steel Partnership 
Company at the first of each year $800,000 in cash on this ac- 
count. If this advance of $800,000 should be less than the amount 
due later in the year from 5% of the earnings, such excess then 
would be paid. In the event that the advance of $800,000 should 
be more than the amount due the Associated Steel Partnership 
Company from the Associated Steel Company’s earnings, the defi- 
cit was to be regarded as an unsecured loan made by the Asso- 
ciated Steel Company to the Associated Steel Partnership Cora- 
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pany, and was to receive interest at 6%. The payments received 
by the Associated Steel Partnership Company under this contract 
were to be credited to an account called the managers’ participat- 
ing surplus. This managers’ participating surplus was to be used 
for payment of special dividends on the managers’ participating 
stock, or for retiring such stock at any time at a price equal to 
its par value plus a pro rata share of the managers’ participating 
surplus. 

All other income of the Associated Steel Partnership Company 
was to be credited to a general surplus account to be used for the 
payment of dividends on the convertible preferred stock, for in- 
terest on the bonds hereinafter mentioned into which the pre- 
ferred stock might be converted; for the retirement of such pre- 
ferred stock or bonds; and for payment of dividends on the man- 
agers’ participating stock and the managers’ non-participating 
stock in such proportions as the par value of the managers’ par- 
ticipating stock plus the managers’ participating surplus should 
be to the managers’ non-participating stock and the general sur- 
plus. 

A buyer of the participating managers’ stock of the Associated 
Steel Company was to agree that the Associated Steel Partner- 
ship Company might and should repurchase this stock in the event 
of his death or of his leaving the employ of the Associated Steel 
Company. In the event of his death or his leaving the Associated 
Steel Company through no fault of his own, payment for the man- 
agers’ participating stock was made at its par value plus its pro 
rata share of the managers’ participating surplus at the time of 
repurchase; in other instances the owner of such stock was to re- 
ceive its par value plus 8o% of its pro rata share of the managers’ 
participating surplus at the time of repurchase. The Associated 
Steel Partnership Company also was to have the option to repur- 
chase managers’ non-participating stock under similar conditions 
at a price equal to its net asset value at the time of repurchase. 
However, it was not obligatory for the Associated Steel Partner- 
ship Company to repurchase the managers’ non-participating 
stock, as it was for the managers’ participating stock. Entire 
discretion as to the sale of stock to the chief executives and its 
repurchase under the conditions outlined was at all times to be 
in the power of the board of directors of the Associated Steel 
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Company. The option to repurchase stock on the part of the 
Associated Steel Partnership Company was to expire at the end 
of eight years. 

All of the stock purchased by the Associated Steel Partnership 
Company, together with the contract above mentioned between 
the Associated Steel Company and the Associated Steel Partner- 
ship Company, was to be lodged with a trustee under a trust inden- 
ture to secure an authorized issue of $11,520,000 of eight-year 7% 
collateral trust bonds. These bonds were to be held by the trustee 
subject to the conversion rights of the holders of the 7% convert- 
ible non-voting preferred stock. Holders of the 7% convertible 
preferred stock were to have the right at any time within eight 
years to convert their stock in multiples of 10 shares into the 
equivalent par value of 7% $1,000 collateral trust bonds. 

The indenture of this bond issue was to have the following spe- 
cial provisions: 

1. The Associated Steel Partnership Company should pay to the 
trustee each year that portion of the $800,000 paid to the Associated 
Steel Partnership Company by the Associated Steel Company due to 
the Associated Steel Partnership Company at the first of the year 
according to the contract, not required for the payment of federal 
taxes; and in no event was this payment to be less than $700,000. 

2. Any balance paid later in the year by the Associated Steel 
Company to the Associated Steel Partnership Company in excess of 
the advance of $800,000 at the beginning of the year was also to be 
paid to the trustee. 

3. The Associated Steel Partnership Company was to pay to the 
trustee each year an amount equal to the entire net income of the 
company (before bond interest) from all other sources. 

4. The Associated Steel Partnership Company was to be allowed 
to withhold from such amounts due to the trustee, first, from the 
amount indicated in paragraph i, and then from the amounts indi- 
cated under paragraphs 2 and 3, an amouiit equal to the dividend pay- 
ments made during the year on the 7% preferred stock, provided, 
however, that the amount withheld should not reduce the amount paid 
to the trustee below the sum required for bond interest. 

5. The Associated Steel Partnership Company further was to be 
allowed to withhold, after all dividends had been paid on the 7% 
preferred stock, from the payments referred to under paragraphs 2 
and 3, an amount sufficient to pay dividends on the managers’ partici- 
pating stock and the managers’ non-participating stock not in excess 
of 7 % on the paid-in capital and surplus earned thereon. 

The amounts paid to the trustee under the provisions of the 
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Income Account 


Particulars 

1922 

igar 

Net Earnings 

Extraordinary Inventory Losses. 

. . .$25,044,488 

$ 2,316,544 
$ 6,641,230 

Adjustments and Losses in Excess of 

Reserves Set Up 

Reserve for Expected Losses. . . . 

. . .$ 1,821,518 

5,547,232 

5, 600,000 

Reserve for Taxes 

. . . 2,500,000 

Total Deductions 

. . .$ 4,321.518 

$17,788,462 

Net Earnings after Deductions. . 
Dividends 

. . .$20,722,970 

$15,471,918“ 

Prior Preferred 

•••? 744,374 

$ 722,996 

ist Preferred 

. . . 1,439,028 

1,412,602 

2nd Preferred 

388,288 

388,402 

Total 

. . .$ 2,571,690 

$ 2,524,000 

Earnings Applicable to Common 


Stock 

... 18,151,280 

17,995,518* 

* Deficit. 



Surplus Account 


Particulars 

1922 

1921 

Surplus at Beginning of Year. . . 

. . .$22,326,058 

$48,509,286 

Special Debits 

767,098 


Earnings Applicable to Common 


Stocks 

. .. 18,151,280 

17,995,918* 


$39,710,240 

$30,513,368 

Cash Dividends on Common Stock. 4,070,846 

8,187,310 

Surplus at End of Year 

••435,639,394 

$22,326,058 

•Deficit 



Net After Depreciation, Federal Taxes, and So Forth 


Total Net 

Dividends on 

Year 

Earnings 

Common Stock 

1920 

•?i 5,153,408 

$7,157,316 

1919 

. 24,207,008 

6,929,816 

1918 

. 6,156,412 

4,494,924 

1917 

. 11,093,186 



foregoing paragraphs were to be used by the trustee, first, for pay- 
ments of interest on the 7% collateral trust bonds outstanding as 
the result of conversion privileges and, second, for the retirement 
of outstanding 7% convertible preferred stock at par and of the 
collateral trust bonds outstanding. All such preferred stock or 
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collateral trust bonds so retired were to be canceled by the trustee. 
Failure of the Associated Steel Partnership Company to make 
such required payments to the trustee within six months after they 
were due was to constitute default on the part of the Associated 
Steel Partnership Company. 

In the event of liquidation, the 7% cumulative preferred stock 
was to be paid in full at its par value and accrued dividends. The 
managers’ participating stock was next to be preferred, to the 


Associated Steel Company — C oNsonroATED Balance Sheet 
AS OF December 31, 1921 and 1922 


Assets 

1922 

1921 

Plants, Real Estate, etc 

$102,083,188 

$ 99,438,476 

Investments in Allied Companies. , 

• 22,917,546 

22,550,812 

Associated Steel Company Stock 


in Treasury 

1,310,172 

1 , 555,920 

Marketable Securities 

13,428 

12,894 

Good-Will 

8,948,324 

8,975,360 

Cash 

11,149,088 

16,022,960 

Sight Drafts 

5,271,866 

1,870,896 

Accounts Receivable 

6,941,230 

7 , 577,939 

Notes Receivable 

1,782,016 

1,917,992 

Inventories 

46,967,130 

43,505,050 

Prepaid Expenses 

543,362 

778,000 

Deferred Expenses 

1 , 579,110 

1,842,672 


$209,506,460 

$206,049,170 

Liabilities 

1922 

1921 

7% Prior Preferred Stock 

.$ 12,872,600 

$ 10,772,620 

6% ist Preferred Stock 

. 24,320,400 

■ 6,473,400 

24,320,400 

6% 2nd Preferred Stock 

6,473,360 

16,556,280 Shares No Par Value 


Common Stock at $50 per Share 

82,231,400 

82,585,590 

Purchase Money Obligations 

1,758,586 

2 , 775,594 

Accounts Payable 

13,924,976 

6,256,172 

Notes Payable 


19,589,998 

Accrued Items Not Due 

7,126,954 

6,357,912 

Accrued Dividends 

453,238 

417,506 

Reserve for Depreciation 

20,331,162 

15,011,110 

Reserve for Doubtful Accounts 

572,458 

431,508 

Reserve for Expected Losses 

5,600,000 

Other Reserves 

3,801,892 

3,131,342 

22,326,058 

Surplus 

35,639,394 


$209,506,460 

$206,049,170 
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amount of its par value plus the amount credited to the managers’ 
participating surplus. Managers’ non-participating stock vras to 
receive the remaining value of the assets of (die company. 

Since the market price of the Associated Steel Company’s com- 
mon stock at this time was $75 per share, it was probable that the 
Mercury Investment Corporation might have to subscribe a con- 
siderable amount in excess of its 10% share or lose its stock 
control of the Associated Steel Company. In order to prevent this 
from happening, provision was made whereby the Mercury In- 
vestment Corporation’s name should be changed to the Associated 
Steel Investment Company and a pro rata share of the capital 
stock of the Associated Steel Investment Company would be sold 
to the Associated Steel Partnership Company in lieu of Associated 
Steel Company’s common stock. In this way the voting control 
in the Associated Steel Company owned in effect by the Mercury 
Oil Company could be retained and, at the same time, the equiva- 
lent of Associated Steel Company’s common stock would be sold 
to the Associated Steel Partnership Company. 

The net effect of the whole plan as stated by its sponsors was 
to give the chief executives of the Associated Steel Company the 
right to control a substantial amount of Associated Steel Com- 
pany’s common stock on a 15% margin without the common at- 
tendent risks of holding stock on margin. That is, the managers, 
with an investment of $2,000,000 were to control $13,520,000 
worth of common stock of the Associated Steel Company, Dur- 
ing the eight-year period, if the Associated Steel Company con- 
tinued to be successful, the executives would receive a generous 
return on the money invested in the form of a 7^ dividend on the 
par value of their stock plus the value of the surplus attributable 
to it. Furthermore, if the company continued to grow on the 
scale expected, at the end of the period the 7% preferred stock 
or collateral trust bonds would have been retired and the execu- 
tives would then own the Associated Steel Partnership Company, 
the value of which would be several times the amount originally 
invested by them. If the company was not successful, the loss 
of the executives was limited to the amount invested by them. The 
individual amounts were large, but the directors believed that the 
executives were convinced thoroughly that the company would be 
successful. 
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DISTRIBUTION PROBLEMS 
A. THE ECONOMICS OF PRICE DETERMINATION 

I. BURTON WHOLESALE DRY-GOODS COMPANY REFUSAL TO CUT 

PRICES BELOW MARKET LEVEL IN DEPRESSION OF I92O 

In May, 1920, when the first indications appeared of the 
approaching end of the period of prosperity, the Burton Whole- 
sale Dry-Goods Company had a large inventory of merchandise 
which had been purchased during the previous months of high 
prices. During the summer of 1920, when prices dropped 
rapidly, the majority of the customers reduced their purchases, 
and in many instances stopped buying entirely. The company 
wished to reduce its stock of merchandise as rapidly as possible 
because of the increasing losses incurred as a result of the fall- 
ing prices. It considered alternate plans: to base prices on the 
cost of replacement and in this way to follow the level of the 
market on the decline or to cut prices below the market in an 
attempt to secure a more rapid liquidation of the inventories. 

The company distributed a complete line of dry-goods; about 
85% of its sales, however, were hosiery, underwear, and chil- 
dren’s knitted goods. Most of these products were distributed 
under the company’s trade-mark. A few nationally advertised 
manufacturer’s brands such as “Sealpax” and “B. V. D.” under- 
wear were carried by the company, however, and comprised 
about 10% of its sales. Other manufacturers’ brands had been 
discontinued, for the company had learned by experience that 
injurious price-cutting occurred to the greatest extent in mer- 
chandise which was marketed imder the manufacturer’s widely 
known brand. The company carried a few of the best-known 
brands because of the insistent demand for them, but in all cases 
it had similar products under its own trade-mark which it at- 
tempted to market by concentrated sales effort and by advertis- 
ing. The company’s prosperity was safeguarded by building up 
398 
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a demand for its trade-mark, for in merchandise sold under 
manufacturers’ brands the company could be undersold by any 
other wholesaler who wished to cut prices. 

Retailers who purchased from the company had extensive 
stocks of merchandise in the summer of 1920 which they were 
trying to sell as rapidly as possible in order to avoid losses from 
the declining prices. Retail sales decreased because consumers 
purchased only for current needs. The retailers, consequently, 
were in a more favorable position than wholesalers, for they 
could sell their stocks of merchandise gradually, and refrain from 
further purchases until their stocks were depleted. 

It was possible that the demand for the company’s trade- 
marked merchandise might be increased if prices were cut below 
the market. When consumers (who had become familiar with the 
brand in advertisements) learned these products were priced 
lower than similar articles under other well-known brands, they 
might be influenced to purchase the company’s merchandise, lA 
this way, the company’s sales could be increased. 

From another point of view, however, the results from cut- 
ting prices below the market might be detrimental to the com- 
pany. Retailers were likely to look upon such a policy with 
suspicion and to lose confidence in the company. They had 
purchased the company’s products at the previous high prices 
and, consequently, incurred losses as a result of each drop in the 
market. They realized that the company had to follow the 
market and could not maintain its prices above the general level, 
but they could not be expected to look with favor upon the cut- 
ting of prices below the market. A change in the relationship 
between the prices of the company’s products and of similar 
articles, furthermore, might make consumers apprehensive of 
impaired quality. 

Retailers were expected, moreover, to purchase with caution 
during the months of depression. When prices were falling and 
distribution had decreased, there was no probability of retailers 
anticipating demand by purchasing in advance of their imme- 
diate requirements. When they had succeeded in selling their 
stocks, their next course was to purchase only in limited quanti- 
ties to meet immediate demands. The only pressure which could 
induce them to resume purchasing, therefore, must come from 
consumers. 
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The company decided that it should sell at prices based on 
the market and not attempt to anticipate further declines. The 
merchandise, therefore, was to be sold at the cost of replacement, 
plus the company’s usual mark-up, without regard to the original 
cost. The officials of the company were of the opinion that the 
demand for their trade-mark could not be increased by cutting 
prices below the market, and that this policy was likely to injure 
the reputation of the company among its retail distributers and 
of the brand among consumers. 

2. ALLERTON STOVE COMPANY — ^PRICE POLICY IN PERIOD OF 
BUSINESS DEPRESSION 

The Allerton Stove Company manufactured coal and gas 
household ranges. Although the company endeavored to secure 
national distribution, the majority of its sales were concentrated 
*in New England and New York State. The product had a repu- 
tation for quality at a reasonable price. The company advertised 
principally in metropolitan newspapers, but also cooperated with 
the retailers in local advertising in the smaller towns. In large 
cities, the company’s products were distributed through several 
retailers but in smaller communities they were marketed through 
exclusive agencies. The retail prices of the stoves were from 
$100 to $250. 

Previous to the depression in 1920, the volume of sales 
of the Allerton Stove Company was comparatively constant from 
year to year. The sales were extremely seasonal, however; or- 
dinarily 70% of the total yearly sales were made in the last six 
months of the year. 

By June, 1920, the depression had affected many industries; 
but because of the seasonal element and the necessity for heating 
equipment, the sales of the Allerton Stove Company did not 
decline appreciably until the latter part of 1920. The manage- 
ment of the company had not foreseen the depression, and in 
June, 1920, the inventory was 50% greater than the demands of 
customers warranted. In November the inventory was deflated to 
replacement costs. The plant had continued to operate through- 
out 1920 at full capacity. In January, 1921, however, sales 
declined abruptly and did not justify the operation of the plant, 
but in order to maintain a nucleus of the organization the factory 
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continued to produce at about a quarter of normal capacity. 

After January, i, 1921, it was not possible to reduce the cost 
of stoves, in spite of the price decline in raw material, because 
the unit cost of production increased on account of the reduced 
schedule of operation. The “buyers’ strike” had affected many 
other products; therefore, the company considered a price reduc- 
tion. Drastic reductions in price on many basic raw materials 
already had been effected. The first six months of the year were 
always dull in the stove industry. In order to stimulate sales, 
the company made a flat reduction of 15% on all models. It 
was believed that this would be compensated for, to some extent, 
through the decrease of unit costs caused by the increased vol- 
ume of sales. In February, a further reduction of 5% was made. 
These reductions, however, did not increase sales appreciably. 
Unit costs remained high and the plant continued to operate 
at a loss. 

On March 15, 1921, the advisability of further price reduc- 
tion was considered. The previous ones had been a matter of 
expediency, and competitors’ prices had been lowered in order to 
satisfy the public demand. Although another reduction might 
have resulted in little actual profit on the sales, it might have in- 
creased the volume of sales to a point at which the factory no 
longer operated at a loss. 

It was decided, however, that no further price concession 
should be made. The company had obtained speculative profits 
on its purchases during the period of rising prices which compen- 
sated for the losses caused by the subsequent reductions. The 
reasonable demands of the consumer for lower prices had been 
met. Because of the usefulness and quality of the product, a 
further reduction in prices was unjustified and constituted mere 
price cutting, in order to secure sales and to reduce inventory. 
The continuation of this policy suggested lower quality to the 
consumer, and made difficult the restoration of prices which were 
consistent with the price of production. The same methods could 
not be applied to a standard manufactured product and to basic, 
semi-manufactured products such as rubber, leather, and sugar. 
No other stove manufacturer indicated that he intended to reduce 
prices further. 

The company continued to operate its factory at one-quarter 
capacity until June, 1921, when it became necessary to operate 
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at full capacity in order to meet the probable fall demand. The 
subsequent volume of sales proved sufficient to dispose of the 
inventory that had been accumulated. The management of the 
Allerton Stove Company, therefore, deemed that its policy of 
not reducing prices below those of other manufacturers had been 
correct. The following are the statements of the financial condi- 
tion of the company as of December 31: 


Allerton Stove Company — Consolidated Balance 
Sheet as of December 31, 1920 and 1921 


Assets 

IQ20 


1921 

Real Estate 

4 334,733-90 


465,117,18 

Machinery and Equipment 

. 217,704.67 


518,547.35 

New Buildings 

55,629.81 



Merchandise 

. 403,691.09 


276,496.78 

Accounts Receivable and Cash. 

200,587.61 


228,065.33 

Prepaid Items 

12,513.31 


10,848.34 

Trade-Marks 

31,750.00 


31,750.00 

Unamortized Charges 

71,079.36 


77,599-54 


$1,327,689.75 


:,6 o 8,424.52 

Liabilities 

igao 


1921 

Capital Stock 

.$ 841,375-00 


841,375-00 

Accounts Payable 

26,713.18 


9,036.05 

Notes Payable 

. 152,781.00 


223,005.65 

Accrued Items 

10,709.91 


6,687.82 

Reserve 

3,586.48 


336,688.43 

Surplus 

. 292,524.18 


191,631.57 


$1,327,689.75 

$1,608,424.52 


3. general motors corporation — ESTABLISHMENT OP A POLICY 
FOR SETTING PRICES ON AUTOMOBILES 

The General Motors Corporation was formed in 1908 to act as 
a holding company for the stock of several automobile manufac- 
turing companies. In 1916, it was reorganized and the function 
of actual management was taken over. In 1922, the company 
produced the following automobiles: Buick, Cadillac, Chevrolet, 
Oakland, Oldsmobile, and G.M.C. trucks. In addition, it made 
these nationally advertised trade-marked products; Fisher bodies, 
Delco light and power plants, Frigidaire, Hyatt roller bearings, 
New Departure ball bearings, Klaxon horns, Harrison radiators, 
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Delco-Remy starting, lighting, and ignition systems, Jaxon rims, 
and A. C. spark plugs. Geographically, the manufacturing plants 
were distributed as follows: 


New Jersey 

3 cities 

New York 


California 


Ohio 


Connecticut . . . . 

3 cities 

Pennsylvania ... 


Illinois 


Texas 


Indiana 


Wisconsin 


Missouri 

I city 

Canada 

2 cities 

Michigan 





Under the supervision of the General Motors Export Company 
and the General Motors, Limited, of Great Britain, which had 
branches or representatives in many parts of the world, the Gen- 
eral Motors Corporation was developing extensive markets for 
motor cars abroad. 

In 1920 and 1921, the General Motors Corporation underwent 
severe financial losses caused primarily by the violent decline 
in prices during those years. In 1921, a new management was 
placed in control of the company. The new president, in his annual 
report to stockholders for the year ending December 31, 1922, 
stated that, in his opinion, the losses of 1920 and 192 1 were the 
result of “loose and uncontrolled” methods of administration. He 
stated that the decline in prices during 1921 was foreseen to a large 
extent at least by the board of directors and chief executives. He 
further stated that these executives were unable to force executives 
in control of the different companies owned by the General Motors 
Corporation to carry out the fundamental policies laid down by 
the board of directors and the finance committee. 

The new management, therefore, was of the opinion that its 
most important task was to reorganize the methods of administra- 
tion and control. In an organization so extensive as the General 
Motors Corporation, it was apparent that the chief executives 
could not devote their time to details of administrative procedure. 
It was realized that a clear distinction should be made between 
questions of fundamental policy and those of the administrative 
procedure in carrying out such policies. It was the desire of the 
chief executives to develop and outline methods of administrative 
procedure themselves, but to leave the practical application of 
these methods to executives employed for that purpose. 

Most of the questions of fundamental policy centered around 
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the subject of financial control. A system of inventory control 
and cash control was developed to prevent the repetition of the 
disasters of 1920 and 1921. Closely related to these subjects 
were those of forecasting sales and production. Different meth- 
ods were established for making such forecasts. None of these 
systems were complete, however, nor could accurate forecasts be 
made unless there was established a definite policy as the basis 
for pricing the company’s products. The executive in charge of 
a subsidiary company, for example, could not forecast his sales 
or production or determine in advance the inventories and commit- 
ments that might be needed unless he knew what the prices of his 
product were to be. 

The method of determining prices that was then in operation 
was essentially haphazard and not related to any program worked 
out in advance. Accurate costs of production, selling, and admin- 
istration were kept and prices were quoted that were considered 
sufficient to yield the company the desired profit above the costs 
so determined. No standard costs were estimated, and specific 
prices were based on frequent determination of costs then exist- 
ing. Each change in price on the different products became a 
question of fundamental policy. Prices were established by the 
chief executives of the General Motors Corporation in conference 
with executives in charge of the production and sales of the prod- 
ucts in question. 

To meet this need for an established policy of pricing, the fol- 
lowing method was adopted in the latter part of 192 3. This meth- 
od was developed by one of the vice-presidents, who had given 
several years’ thought to this matter. Specific prices still were to 
be determined by the chief executives in conference with sales and 
production executives in charge of the products in question. But, 
by the establishment of a definite procedure, the executives in 
charge of each product were to be able to determine in advance 
what changes in prices were to be made. This in turn would per- 
mit them to make more accurate and valuable estimates of pro- 
duction, sales, inventories, and commitments. A description of 
the price policy established can best be gained by the quotation of 
an article written by one of the vice-presidents of the General 
Motors Corporation. This is presented in the following pages 
without editorial change.^ 

I. See also General Motors Corporation, above, p. 308. 
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Pricing Policy in Relationship to Financial Control ^ 

The problem of modern industrial management holds two as- 
pects, quite separate and distinct in basic character. On the one 
hand lie the governing considerations of return on investment and 
protection of capital employed; on the other, the correlated con- 
siderations of operating procedure and detail. In the broad sense 
the interests of capital are represented by a board of directors and 
such sub-committees as may be constituted, having jurisdiction 
over policies; while authority and responsibility for operating re- 
sults are lodged with executives and subordinate departments. 

Sound policies must be founded upon a knowledge of the nature 
and characteristics of the individual business, and the point of 
view of the executive in actual contact with the operating necessi- 
ties and difficulties is essential. Intimacy with the daily oper- 
ating problems leads to intelligent decisions of policy, and thus it 
is that organization often takes the form of committee manage- 
ment, where questions of policy are dealt with by the board of di- 
rectors or a representative committee comprised of departmental 
executives. This form of management possesses the attribute tliat 
the departmental executive is called upon to administer policies 
in the formulation of which he has had a direct voice, and may be 
said theoretically to afford the maximum of opportunity for the 
coordination of tlie two aspects of management. Practically, how- 
ever, it always renders more difficult the differentiation between 
questions of policy and operating procedure. Policies should be 
dealt with from an impartial understanding of the operating as- 
pect, and in the exercise of the dual function it is difficult for the 
individual to divorce himself from the departmental view-point. 

Questions of policy merge themselves with questions of operat- 
ing procedure so that frequently it is difficult to disassociate the 
two. In a moderate-sized business where ownership and man- 
agement are identical, and where the departmental executives are 
in actual contact with the detail operating problems, there may even 
be no conscious segregation of the broad questions of policy. De- 
cisions are made for executive action which involve a composite 
consideration of all of the elements involved, and the interests of 

I. Reprinted by permission from Management and Administration, vol. 7, 
p. 195. Another article by the same writer (Mr. Donaldson Brown) appears 
at p. 417 of the same volume of this publication; “Pricing Policy Applied to 
Financial Control.” 



4o6 problems in BUSINESS ECONOMICS 

capital are served by direct control. In modern industry, however, 
where economies of manufacture and distribution are derived from 
large-scale operation, ownership and management cannot be iden- 
tical. Capital is derived from various sources and from many 
stockholders identified only to a limited extent with management. 

The magnitude and financial strength of General Motors is such 
that it is enabled to effect great economy in manufacture and dis- 
tribution. Its organization is designed so that these advantages 
may be enjoyed without the sacrifice of coordinate control so often 
experienced in big business. The corporation comprises a num- 
ber of divisions which manufacture and sell passenger cars and 
commercial vehicles of non-competitive classes, and numerous 
divisions whose production of component parts and accessories is 
sold to General Motors divisions and to outside automobile com- 
panies. Each division is equipped with a self-contained organiza- 
tion having complete jurisdiction over manufacture, sales, and fi- 
nance, subject to control from the central authority. The ordi- 
nary, every-day questions of policy, embodying even such impor- 
tant matters as production schedules, inventory commitments, 
design of product, and methods of distribution are left ordinarily 
within the consideration and decision of the divisions themselves, 
under certain general limitations, and in every way the men on 
the firing-line are inspired with a sense of responsibility for results. 

The central organization embraces talent in automotive engi- 
neering and research, and experts dealing with important problems 
of improved methods in manufacture and distribution, all of whom 
serve in a more or less advisory capacity. Apart from these im- 
portant adjuncts, and certain necessary activities in finance and 
accounting, law, and related matters, the central organization 
deals almost exclusively with questions of policy. The president 
is general manager of the corporation in fact, but controls the 
operations by tlie establishment of principles and the interpreta- 
tion of policies, and refrains from entering into questions of oper- 
ating detail except in cases where the two are inseparable. The 
executive and finance committees, as active bodies subject to the 
board of directors, have final jurisdiction over the entire business 
through the enunciation of policies and by direct action in matters 
involving essential points of policy. 

This brief description of the character of organization is given 
as illustrating the fact that the management of General Motors 
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is such as to afford a peculiarly good opportunity for segregation 
of the broad questions of policy which are of fundamental concern 
in the interests of the stockholders. One phase of the problem lies 
in the direction of formulating policies in such terms as to render 
them understandable, so that they will actually govern executive 
action and at the same time not hamper the exercise of initiative 
on the part of those responsible for operations. It is to this phase 
of the problem that the present discussion is directed. 

One of the most important necessities of policy has to do with 
financial control. Expansion must be limited within the resources 
of capital, and in a corporation such as General Motors, the avail- 
able capital must be directed into channels that hold the greatest 
promise. Capital must be derived from undivided profits or from 
the sale of securities, and the amount available from these sources 
must be measured in the light of its economic cost, with due re- 
gard to dividend income to which the stockholders are entitled. 
General Motors employs a very comprehensive scheme of fore- 
casts of the prospective earnings and capital position of the cor- 
poration, which supply the basis of financial control. 

Control of Capital by Forecast 
Space does not permit the presentation of a complete outline of 
the forecast scheme. A brief description is necessary, however, 
since it is through this that the finance and executive committees 
are kept informed and thus enabled to exercise such control as 
may be needed from time to time. 

In December of every year, each division is required to present 
an outline of its view of probable operations for the succeeding 
year, embodying estimates of sales, earnings, and capital require- 
ments. These outlines are in three forms; “pessimistic,” repre- 
senting a minimum expectation; “conservative,” representing 
what is considered a likely condition, and “optimistic,” repre- 
senting what the name implies, with production and sales capacity 
as a limitation. 

Obviously, in a business such as the automobile business it is 
not possible to forecast conditions accurately so far as 12 months 
ahead, and these annual compilations are not accepted as a basis 
of commitments, but, with due allowance for elements of error, 
they are of valuable assistance in guiding the general plans, 
Definite forecasts are submitted monthly, on the twenty-fifth 
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of each month, by each division, covering the current month and 
the succeeding three months. These forecasts cover sales and 
production each month and indicate the amount of investment at 
the end of each month in plant, and working capital items, and 
also outstanding inventory commitments. If these forecasts are 
accepted they constitute authority for each division, respectively, 
to proceed upon the manufacturing schedule and to make forward 
commitments for materials up to the requirements of the forecast, 
in the judgment of the division manager. Special authority is 
required from the central office to cover any commitment beyond 
the requirements of these authenticated forecasts. 

Forecasting and Price Policy 

All forecasts, as submitted, are scrutinized by the central office 
and compared with current and past performance, attention of 
the proper officials being called to any abnormalities or marked 
deviations from what might be deemed a conservative sales expec- 
tation. Experience has led to the establishment of standards of 
working capital requirement in relation to volume of business, 
and the forecast' investments in receivables and inventory are 
carefully checked against such standards, allowance being made 
for seasonal fluctuations. The tendency of manufacturing costs 
and of selling and administrative expenses are observed, and 
profits are analyzed with reference to the pricing policy laid 
down as governing the operations of a given division. 

It has already been said that the forecasts supply the basis of 
financial control. The forecast, representing the deliberate plan 
of the corporation as applied to a division, must be based upon an 
accepted price policy since the factor of sales expectation is neces- 
sarily dependent upon the question of price. If the division man- 
ager preparing his forecast is in full understanding of the corpora- 
tion’s price policy, he can proceed intelligently- If not, he lacks 
the prime requisite for formulating his expectation of sales vol- 
ume. Therefore, at the heart of the problem of financial control 
is the question of price; in fact, the whole is inevitably so inter- 
woven that a comprehensive pricing policy must be an embodi- 
ment of a financial policy. 

The question of price is one necessarily involving a great variety 
of considerations. While a specific price as applied to a particular 
product at a given time may be symbolic, it can never serve suffi- 
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ciently as an expression of policy. Borrowing a definition of 
Webster’s, there must be a manifestation of the “principles on 
which any measure or course of action is based, having regard to 
both the ends aimed at and the measures used to arrive at them.” 
Conditions are changing continually, and there must be a common 
understanding of the principles embodying the corporation’s poli- 
cy if the organization is to be alive to any need which may arise 
for reconsideration of price. 

To gain a price policy that is comprehensive and understand- 
able as a policy, and not misunderstood as a dictation of specific 
price, requires a method founded upon acceptable theory. The 
following is a description of a method of price analysis that has 
been found to be adaptable to the situation of General Motors. 

The Price Theory 

It is generally accepted that the lower the price of a useful arti- 
cle, the greater will be the demand for it. A new industry, with 
a product which proves to be of stable character, passes through 
a development period characterized by a deficiency in available 
supply as compared with the latent possibilities of demand. This 
deficiency results from limitations upon productive and distrib- 
utive capacity imposed by the adjudged capital hazard, the limi- 
tations of personnel experienced in production and distribution, 
and the time which must elapse before additional facilities can be 
provided. 

So long as there is a deficiency of supply the natural tendency 
toward an equilibrium between supply and demand will manifest 
itself by means of price, and the possible scope of demand will 
not be satisfied until the facilities of production and distribution 
and the ability of the industry to expand in step with a continued 
normal growth of demand have reached a state of balance, the 
point of stabilization. 

Profit is, of course, a component of price. During the period 
of development the excess over the ultimate economic price will 
be reflected partly in excess costs, because of insufficient knowl- 
edge of the art of production and distribution, coupled with scar- 
city of experienced personnel; and partly in the profit margin, 
because the final balancing between supply and demand must 
manifest itself at that point. 
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Presuming a physical condition under which the supply of a 
commodity is augmentable, any addition to existing, producing, 
or distributing facilities requiring extra capital is dependent upon 
an attainable profit adjudged to be commensurate with hazard and 
cost of capital required. 

An acceptable theory of pricing must be to gain, over a pro- 
tracted period of time, a margin of profit which represents the 
highest attainable return commensurate with capital turnover and 
the enjoyment of wholesome expansion, with adequate regard to 
the economic consequences of fluctuating volume. Thus, the 
profit margin, translated into its salient characteristic, rate of re- 
turn on capital employed, is the logical yardstick by which to gage 
the price of a commodity with regard to collateral circumstances 
affecting supply and demand. 

The considerations which follow are consistent with this theory, 
and although resting upon a theoretical basis, this method of price 
analysis is wholly practical. 

Cost of Capital Fundamental Factor 

Supply of a manufactured product is limited on the one hand 
by peculiar difficulties in the way of enlarged production and dis- 
tribution, such as scarcity of raw material or labor, lack of dif- 
fused knowledge in the art, restriction by patent rights or secret 
processes, and so forth. These limitations will reflect themselves 
in the price of the product through costs or profit (or both) to an 
extent depending upon the degree of limitation. On the other 
hand, supply is limited by capital requirement. The method here 
advocated associates these limitations upon two sides of an equa- 
tion and recognizes the limitations upon the capital side as funda- 
mental. 

If unlimited fresh capital could be had at a fixed interest cost, 
the pricing theory would be to set the price at that point which 
would yield the highest attainable volume so long as it be assured 
that each succeeding increment of volume, resulting from price in- 
fluence, afforded added profit in excess of the interest cost of the 
added capital requirement. Stated another way, if at a given 
price and volume the profit margin is such as to yield a high rate 
of return on the capital employed, and if volume is susceptible of 
increase by price reduction, then a price reduction is desirable, 
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provided the added volume affords an increase in aggregate profit 
in excess of the economic cost of the additional capital require- 
ment, 

A monopolistic industry, or an individual business under peculiar 
circumstances, might maintain high prices and enjoy a limited 
volume with very high rate of return on capital indefinitely at the 
sacrifice of wholesome expansion. Reduction of price might 
broaden the scope of demand, and afford an enlargement of vol- 
ume highly beneficial, even though the rate of return on capital 
might be lower. The limiting considerations are the economic 
cost of capital, the ability to increase supply, and the extent to 
which demand will be stimulated by price reduction. 

Thus, it is apparent that the object of management is not neces- 
sarily the highest attainable rate of return on capital, but rather 
the highest return consistent with attainable volume, care being 
exercised to assure added profit with each increment of volume 
that will at least equal the economic cost of additional capital 
required. Therefore, the fundamental consideration is the eco- 
nomic cost of capital to the individual business. 

As a matter of fact, there is never an unlimited supply of capital 
at a fixed interest cost, and the economic cost of capital embraces 
the questions of capital position, availability of capital within the 
business to meet the requirements of added volume, sources of 
additional capital, and the position of the common stockholders or 
proprietors as affected by their contribution of an appropriate 
part of the capital employed, through retention of earnings or 
otherwise. 

Need of a Basic Pricing Policy 

In the absence of a governing policy, the pricing of product 
is likely to be haphazard and inconsistent with the primary con- 
siderations. In any event, the complexity of the problem is ap- 
parent, the elements involved, while not all susceptible of exact 
analysis, being present in fact. Unless those elements are con- 
sidered in orderly form they are more than likely to lose their 
relative significance. 

Therefore, there is always the need of a basic pricing policy 
that is sufficiently definite and inclusive to afford effective control, 
with its constituents sufficiently separable to facilitate continued 
scrutiny, so that necessity for modification will be detected prompt- 
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ly. As serving tliese essentials a sound pricing policy must be 
founded upon a clear conception of what might be implied in the 
phrase economic return attainable upon the capital required. 

Bearing or Average Capital Turnover 
The average capital turnover of a manufacturing business, apart 
from other considerations, varies according to the degree of fluc- 
tuation in volume, which condition is intensified by high propor- 
tionate fixed investment. Facilities must be maintained to take 
care of peak volume, and the farther the peak is removed from 
the average volume the lower the average productivity of fixed 
facilities. With equivalent average costs and price of product, 
the average return on capital employed in the case of one plant 
operating at an average of 85% of capacity will be greater than in 
the case of an equivalent plant operating at an average of 75% 
of capacity. Either the capacity of plant must be greater or the 
average volume less in the latter case, and the productivity of 
the capital correspondingly less. 

In the case of two competing establishments, situated respec- 
tively as just cited, the relative return attainable upon capital 
will be affected directly by the conditions named. Furthermore, 
so long as the return is greater than the economic cost of capital, 
and demand may be increased by price reduction, the rate of re- 
turn that is desirable to govern the pricing of product is qualified 
by the question of capital turnover, even where there is no com- 
petition or where the rate of capital turnover is common through- 
out a competitive industry. This is because at a given rate of 
return on capital the percentage profit margin is indirectly pro- 
portionate to the rate of capital turnover, and a wide margin sup- 
plies a corresponding latitude for stimulation of demand. 

In other words, a reduction of 5% in price might have an equiv- 
alent stimulation upon demand, but due to its proportion of the 
profit margin, the resultant volume might in one case afford added 
profit in excess of the economic cost of additional capital require- 
ment, while in another case of higher capital turnover the added 
volume might afford no added profit, or that which is less than 
the economic cost of the additional capital requirement. 

The rate of return attainable upon capital is interlocked with 
the question of capital turnover, and a measure of the normal 
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average capital turnover is necessary in forming a conception of 
the economic return attainable. 

Pricing Policy Must Consider Average Return 
While it is ordinarily recognized that return on investment is 
the basis of a pricing policy, the usual procedure lacks the com- 
plement of a systematic gage as to the suitable variation of re- 
turn in periods of relatively high or low volume. Capital is not 
attracted, except for speculative purposes, by a temporary oppor- 
tunity for return, but by the promise of a suitable ultimate aver- 
age, coupled with the element of amortization where permanency is 
not assured. With this attribute recognized, it becomes obviously 
confusing to treat with the pricing question upon a plane of capital 
return in specific periods when, by the nature of things, the basis 
must be changing continually because of fluctuating volume. 

The adaptation of the basic pricing policy is much more order- 
ly if it is conceived and laid down as a standard representing 
the average condition, and so arranging its employment for price- 
fixing purposes that a suitable variation in return on capital in 
transitory periods is automatic. Therefore economic return at- 
tainable, as used in this article, is the accepted standard which 
represents expectation on the basis of an ultimate average con- 
dition. It should be under continual observation and should be 
modified to accord with changes in fundamental conditions, but it 
does not vary by reason of fluctuation in volume of business. 

Normal Average Rate of Plant Operation 
The normal condition of any business of a stable character 
affords continued growth in step with the growth and increase of 
purchasing power of the community served, coupled with the 
broadening influences upon the scope of consumption arising from 
lowered prices and enlarged appreciation of the utility of the com- 
modity. Such growth cannot follow a straight-line curve, but is 
interrupted by conditions existing in boom periods and periods 
of depression. If the trend line could be exactly located it 
would represent a normal average condition, but quantitatively it 
is undergoing continual change, and possibly will at no time coin- 
cide with actual volume. 

On the other hand, a fluctuating volume, at times above and 
at times below the trend line, may be normal at all times over a 
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series of years, for volume may be said to be normal if it is suit- 
able in view of collateral circumstances. Thus, an effort to es- 
tablish a definite quantity volume as normal would be meaningless 
except as of a given moment. Still the normal average rate of 
plant operation is an essential in determining average capital 
turnover, so it is necessary to establish a factor of some kind that 
is representative of a normal average condition. 

If for a moment it be conceived possible to determine the aver- 
age volume trend line of a business projected forward, and to 
predetermine the degree of fluctuation above and below the aver- 
age in the course of a business cycle, it would follow that plant 
capacities would be maintained on the basis of average demand, 
with an allowable margin to take care, of the excess in boom pe- 
riods. Plants would operate at the point of practical capacity in 
years of highest volume because the demand in such periods would 
be recognized as peak requirements not calling for additional ca- 
pacity margin. Any capacity in excess of the requirements of 
the highest-volume year would admittedly be recognized as rep- 
resenting unnecessary investment upon which no return could be 
enjoyed. The truth of the assertion is not destroyed by the fact 
that conditions surrounding business are not such as to admit the 
exact premise as a practical matter. Capital invested in plant, 
if proved unnecessary, is admittedly non-productive. If the con- 
dition arises by reason of business uncertainties, and is warranted 
on the score of prudent management, the non-productive invest- 
ment assumes the character of normal capital requirement. If it 
arises from the lack of reasonable analysis and judgment of busi- 
ness conditions it should be eliminated, in effect, from the capital 
upon which a pricing consideration is based. 

B BAKING OF Increased Plant Capacity 

The enunciation of a basic policy to govern questions of plant 
extension greatly furthers the orderly control of fixed invest- 
ment. If this is definitely tied into the pricing policy the result 
is a systematic coordination between fundamental considerations 
that are inevitably interwoven. 

To illustrate, suppose that a basic policy has been established 
to the effect that plant capacities, on the basis of practical annual 
output, shall be maintained at 125% of the judged average trend 
volume, (the margin being deliberately preserved to take care of 
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peak requirements). Then the accepted normal average rate of 
operation is instantly fixed at 8o% of the practical annual capac- 
ity. If a given plant operates at an actual average rate below 
8o%, then there is excess investment in capacity pronounced 
unnecessary by the terms of the established policy. 

Establishment of Standard Volume 

It will be found from a description of the method which fol- 
lows, that the establishment of a percentage representing an as- 
sumed normal average rate of plant operation is an essential fac- 
tor in the analysis of price. This determines the so-called stand- 
ard volume which is accepted as the basis upon which costs will 
be measured, and upon which the margin of profit is determined as 
necessary to afford a given average rate of return upon capital 
employed. The established percentage must reflect the unavoid- 
able fluctuations of business which render an even rate of pro- 
duction impossible, and as far as practicable should represent 
the economic situation of the industry, rather than any abnormal 
situation which might be recognized as pertaining to a given 
plant. For example, the operation of a given plant at a lower 
rate than competing plants leads to higher costs and increased 
margin of profit necessary for a given rate of return on fixed in- 
vestment. Thus the establishment of a percentage that is below 
the average rate at which competitive plants actually operate tends 
towards inflation of prices above a proper economic level. There- 
fore, if excess capacity exists by reason of a previous misconcep- 
tion of the intrinsic position of the industry; or if an individual 
plant operates at subnormal rate, or suffers fluctuations of volume 
of greater magnitude than normal, resulting from misjudgment of 
competitive conditions or other cause, no warranty is supplied for 
modifying a percentage established as representing normal average 
rate of operation. In any such case, a lowering of the established 
percentage would tend to intensify rather than to improve the con- 
dition. 

On the other hand, if it be judged at any time that the reason- 
able expectations with respect to fluctuations of volume normal 
to the industry are of greater or less magnitude than admitted by 
the terms of the established policy, then the established percent- 
age should be modified correspondingly. 

Obviously, it is not possible to predetermine the actual contour 
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of a production curve, and the assumption as to the normal aver- 
age rate of plant operation is a matter of judgment. So, also, is 
the question as to the economic return attainable. Prices might 
be maintained to yield 20% average return on capital on the 
assumption of plants operating at an average of 80% of practical 
annual capacity, and time might prove actual operation at an 
average of 65% and the return 15%. It would not follow neces- 
sarily that, had the actual operating condition been foreseen, 
20% return could have been attained. The two questions are 
necessarily associated, and the basic pricing policy should reflect 
reasonable allowances for unavoidable fluctuation of volume, re- 
quiring that the economic return attainable be stated at all times 
upon the basis of an accepted conception of the normal average 
rate, or attainable average rate of plant operation. This will be 
expressed as a percentage of practical annual capacity, and will 
be known as standard volume. 

The foregoing has dealt with the principles involved in the price 
consideration. The following deals more concretely with the 
method of analysis designed to give reflection to these principles. 

Influence of Volume Fluctuations on Costs 

Costs of production and distribution per unit of product must 
vary with fluctuation of volume, because of the uncontrollability 
of some of the expense items. Ordinarily, raw materials and 
productive labor may be referred to as 100% variable, as the 
aggregate will vary with volume and remain uniform per unit of 
product except for price changes. Among the uncontrollable items 
are such expenses as depreciation, taxes, and so forth, which may, 
be referred to as 100% fixed, since within limits of capacity the 
aggregate will not change, but, per unit of product, will vary in- 
directly with volume. 

There will be a group of items, partially controllable, as to 
which there is no exact means of determining the degree of varia- 
tion, and with respect to these it is practicable to approximate 
the condition by applying a factor of variability that will afford a 
reasonable allowance for variation in the aggregate due to changes 
in volume. 

Generally speaking, within the limits of existing capacity, the in- 
fluence of volume falb upon the final unit cost of product in the 
following way: 
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1. Raw Materials and Productive Labor — Generally unaffected 

by volume. 

2. Manufacturing Expenses — ^Afifected by volume in varying de- 

gree according to the character of the various expenses 
involved, as for example: 

(a) Fixed Expenses (such as depreciation, taxes, and so forth.) 

Amount per unit of product affected in indirect pro- 
portion to volume. 

(b) Partially Controllable Expenses (such as light, heat, 

power, salaries, and so forth.) Amount per unit of 
product affected by volume according to the degree 
of variability. A factor of variability to be ad- 
judged and applied to the current aggregate expense 
of the group, to arrive at the portion considered as 
100% variable. The remaining portion will be con- 
sidered to be “100% fixed.” 

(c) Controllable Expenses (such as inspection, handling of 

material, and so forth.) Amount per unit of prod- 
uct unaffected by volume. 

3. Commercial Expenses, in Distribution and Administration — 

Affected by volume in varying degree according to the 
character of the various expenses involved, as for ex- 
ample: 

(a) Fixed Expenses (such as main administrative salaries, 
rents, and so forth.) Amount per unit of product 
affected in indirect proportion to volume. 

(&) Partially Controllable Expenses (such as salesmen’s and 
other salaries, traveling expenses, and so forth.) 
Amount per unit of product affected by volume 
according to the degree of variability. To be treated 
with as mentioned in section above under manufac- 
turing expenses. 

(c) Controllable Expenses (such as loading and shipping com- 
missions, and so forth.) Amount per unit of product 
unaffected by volume. 

As unit costs are affected by fluctuation of volume, it is not 
practicable nor desirable to alter selling prices so as to maintain 
a uniform profit margin. The normal average of manufacturing 
expense, and distribution and administration expenses should be 
estimated. These, added to the raw material and productive labor 
cost, will give an applicable total cost on an estimated normal 
average basis. The pricing of product should be in relationship to 
costs on the normal average basis which had been arrived at in 
this manner. 
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Treatment of Manufacturing Expense 

Manufacturing expenses are absorbed in factory costs through 
a burden account. If the burden rate is altered from month to 
month, so that the actual expense is absorbed at all times, the con- 
sequence is a distortion of costs and of inventory values due to the 
effect of fluctuating volume. The more acceptable accounting 
practice is to apply a standard burden rate, representing the proper 
absorption of burden at standard volume. In periods of low vol- 
ume, the unabsorbed manufacturing expense is charged against 
profits as “unabsorbed burden,” while in periods of high volume 
the overabsorbed manufacturing expense is credited to profits as 
“overabsorbed” burden. In the interest of coordination it is impor- 
tant that standard volume for purposes of burden absorption shall 
coincide with standard volume for purposes of price analysis. 

To arrive at the burden rate which is to be applied according 
to the foregoing purposes, careful analysis must be made of the 
character of manufacturing expenses, with a view to determining 
the portion which is of non-controllable character. The various 
items should be allocated respectively to the three groups (a), 

(b) , and (c) as set forth in the foregoing. As to groups (a) and 

(c) there is no difficulty in arriving at the non-controllable ex- 
pense; the whole of class (a) is non-controllable, and class (c) 
holds no non-controllable expense. The degree of variability of 
class (b) has to be estimated in the light of operating experience, 
and it is important to keep a close follow-up analysis of this so that 
errors of assumption or of estimate may be corrected promptly. 


Table 31.—- Accounting Procedure for Finding Total 
Manufacturing Expense 

Actual Percentage o 
Current Standard 
Item Condition Volume Standard Volume 


Production, Units SS,ooo 

I 37 -S 

40j000 

Productive Labor $ 8,250,000 

I 37 -S 

$ 6,000,000 

Manufacturing Expenses: 

{a) Fixed Expenses $ 2,000,000 

100 

$ 2,000,000 

(b) Partially Controllable 

Expenses 9,325,000 

122.7 

7,600,000 

(c) Controllable Expenses. 550,000 

I 37 -S 

400,000 

Total Manufacturing 

Expense $11,875,000 

118.7s 

$10,000,000 
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The hypothetical case given in Table 31, on the opposite page, 
may illustrate the general principles of accounting procedure. 

It will be supposed that burden in this instance is being ab- 
sorbed on the basis of productive labor. It is estimated that at 
standard volume the total aggregate manufacturing expense would 
be $10,000,000 and that tlie productive labor would be $6,000,- 
000, thus giving a standard burden rate of i66^%i. This burden 
rate would be applied as a charge to factory cost, and with opera- 
tions at 137.5% of standard volume the overabsorbed burden 
would be $1,875,000, as follows; 

Productive Labor at Current Production $ 8,250,000 

Burden Absorbed at Applied Burden Rate, 166^%. .$13,750,000 

Actual Manufacturing Expense 11,875,000 

Overabsorbed Burden $ 1,875,000 

This amount would be credited to operations through an over- 
absorbed burden account. In this way the factory cost of prod- 
uct, as accounted for, is not affected by fluctuations in volume of 
production. 

Treatment of Commercial Expenses 
Commercial expenses are charged off from month to month 
against operations, and there is not involved the question of dis- 
tortion to asset values in consequence of fluctuating volume, as 
in the case of manufacturing expenses. Therefore, there is no 
need of any special accounting procedure such as that described 
in the foregoing. In the consideration of price, however, it is 
just as important to analyze the non-controllable character of 
commercial expenses, and to allow for the same on the basis of a 
normal average operating condition. 

It is customary to allow for commercial expenses as a percent- 
age of sales. The hypothetical case presented in Table 32 illus- 
trates the general way in which this is given consideration. 

In this case the allowance for commercial e.xpenses would be 
7% of sales, that being the estimated condition at standard vol- 
ume, representative of a normal average operating condition. 

Standards of Capital Requirement 
The rate of capital turnover is usually the most important fac- 
tor in a price consideration, since the margin of profit in rela- 
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Table 32 — ^Accounting Procedure foe Finding Total 
Commercial Expenses 


Actual Percentage of Estimated Condi- 
Current Standard tion at Stand- 
Item Condition Volume ard Volume 

Volume of Sales Units SS,ooo 137.5 40,000 

Volume of Sales Amount. . . . $68,750,000 137 . 5 $50,000,000 

Commercial Expenses: 

(a) Fixed Expenses $ 1,600,000 100 $ 1,600,000 

(b) Partially Controllable 

Expenses 1,525,000 117.3 1,300,000 

(c) Controllable Expenses. 825,000 137.5 600,000 

Total Commercial 

Expenses $ 3,950,000 112.9 $ 3,500,000 

Percentage of Sales 5 . 75 % 1 -°% 

tionship to this determines the rate of return upon capital. It is 
always important to maintain a statistical analysis of capital em- 
ployed serving as an indication of normal capital requirements 
for a given volume of business, and at the same time as a basis 
upon which the effectiveness of control over the various invest- 
ment items may be gaged. 

Generally speaking, except that tliere may be seasonal fluctua- 
tions, the amount of capital tied up in working capital items 
should be directly proportionate to the volume of business. For 
example, the raw materials on hand should be in direct proportion 
to the manufacturing requirements: so many weeks’ supply of 
this material, so many weeks’ supply of that material, and so 
on, depending upon the condition and location of sources of 
supply, transportation, conditions, and so forth. Work in proc- 
ess should be in direct proportion to the requirements of finished 
production, being dependent upon the length of time required for 
the material to pass from the raw to the finished state, and the 
amount of labor and other charges absorbed in the process. Fin- 
ished product should be in direct proportion to sales requirements. 
Accounts receivable should be in direct proportion to sales, being 
dependent upon terms of payment and efficiency of collections. 
Capital tied up in plant and other fixed assets is, of course, fixed 
investment, and should be considered in its relationship to factory 
cost of production. 

Standards of capital requirement should be established, repre- 
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sentative of a normal average operating condition, in terms of 
their respective ratio to annual sales or annual factory cost of 
production according to whichever is the more direct relationship. 
For example, the following hypothetical case may be taken as an 
illustration: 


Investment in Plant and Other Fixed Assets. . .$15,000,000 

Practical Annual Capacity 50,000 Units 

Standard Volume, Percentage of Practical An- 
nual Capacity 80% 

Standard Volume Equivalent 40,000 Units 

Factory Cost per Unit at Standard Volume $1,000 

Annual Factory Cost of Production, at Stand- 
ard Volume $40,000,000 

Ratio of Investment to Annual Factory Cost of 
Production .375 

This ratio represents the standard of capital requirement for 
fixed investment. 

Similar standards are established for working capital require- 
ments, as illustrated in the following table: 


Table 33— Working Capital Requirements 


Normal Average Requirements 

Standard op Capital Requirements 

Item 

In Relation to 

Turnover Ratio to 
per Sales 

Year Annual Basis 

Ratio to 
Factory Cost 
Annual Basis 

Cash 

Sales 

20 times 

.050 


Drafts and Accounts 





Receivable 

Sales 

10 times 

.100 


Raw Materials, and 





Work in Process. 

Factory Cost 

6 times 


.i6a/3 

Finished Product. . . 

Factory Cost 

12 times 


.o8>| 

Gross Working 





Capital 



.ISO 

.250 

Fixed Investment . . 

Factory Cost 



■375 

Total Investment. . 



Ti^' 

.625 


Base Price Stated as Percentage of Factory Cost 
The basic pricing policy is expressed in terms of the economic 
return attainable. This must be interpreted in terms of price, and 
enunciated as the base price. 

Prices of product should change, in the absense of extraneous 
considerations, with changes in raw material and labor prices, 
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The base price should be considered in relationship to cost on the 
normal average basis. Therefore, as previously stated, the total 
cost should be estimated on such basis by including with the 
actual raw material and productive labor cost an allowance for 
the normal average of uncontrollable or partially controllable 
expenses. In order to allow for freedom of action with respect to 
variations in raw material and labor prices, it is not desirable to 
establish the base price in terms of dollars per unit of product, 
but rather in terms of percentage of factory cost on the normal av- 
erage basis. 

Assuming economic return attainable of 20% as the expression 
of policy, and employing the standards developed in the foregoing 
hypothetical cases, the following summary will illustrate the meth- 
od of price analysis: 


Table 34 — Method of Price Analysis 


Standards 

Ratio to Ratio to 

Sales Factory Cost 

Item (Annual Basis) (Annual Basis) 

Gross Working Capital 

• ISO 

.250 

Fixed Investment 

Total Investment 

•ISO 

•62s 

Economic Return Attainable — 20%; 
Multiplying the Investment Ratios by 
This, the Necessary Net Profit Mar- 
gin Is Arrived at 

.030 

.125 

Standard Allowance for Commercial 
Expenses, 7% 

.070 


Gross Margin over Factory Cost 

.100 

. 125 % 

Selling Price, as a Ratio to Factory 

Cost, 

a 

1+ 

b 

.125 

— - = 1.250 


I — 

.100 


Thus, it is found that to derive a return oi 20% per annum on 
capital employed, the net selling price must be 1.25 times the 
factory cost. 

Therefore, base price, net to company =125%. 

If there is an average commission to dealers of 20%, the list 
price at retail would be: 

Base Price. List = 156.25% 
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Base Pkice Will Be Constant 
Thus, the base price is stated as a percentage of factory cost 
(on the normal average basis). There will be no change by rea- 
son of fluctuating volume and consequent variation in cost. With 
no change in the assumed economic return attainable as represent- 
ing the basic pricing policy, the base price will remain constant 
unless there is a change in assumed capital turnover. 

Base Price in Relationship to Actual Price 
The base price represents a pronouncement of basic policy, and 
should be applied in continuing comparisons with actual prices. 
For example, with a base price of 125% applied to a factory cost 
of $1,000 per unit an indicated selling price of $1,250 is arrived 
at to accord with the pronounced policy. This indicated selling 
price will be referred to as the base price equivalent. General 
correspondence between prices thus indicated and actual prices 
established from time to time demonstrates a state of coordina- 
tion between the pronounced policy and administrative practice, 
and affords a verification of an expectancy of a given average 
rate of return upon capital employed. Lack of correspondence, 
however, does not necessarily constitute a deviation from policy. 
Production costs are likely to vary continually to a minor extent 
and selling prices ordinarily cannot be adjusted frequently, so 
that in establishing selling prices it is necessary to make allow- 
ances for estimated tendencies in production costs over a period 
of time within which a readjustment of selling prices would not 
be desirable. Moreover, this method of price analysis itself is such 
as to reflect the desirability at times of pricing product above the 
base price equivalent and at other times below. 

It follows, therefore, that at a given time it is not necessarily 
desirable that the established price shall be in precise agreement 
with the base price equivalent; but it is essential to interpret a 
lack of agreement as to whether the causes are such as neither 
to constitute a deviation from policy nor to indicate an erroneous 
expectation of rate of return attainable on capital employed. An 
admitted deviation from the pronounced policy requires either a 
correction of the established price, or a revision of the assumed 
economic return attainable. 
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Modification of Base Price 

Contact with actual operating conditions might point to errors 
of assumption as to normal average rate of plant operation, aver- 
age capital requirement, and other assumptions and estimates em- 
ployed in the basic pricing policy. Furthermore, the base price 
will be subject to modification from time to time as the assumed 
economic return attainable may be influenced by a composite of 
such considerations as the following; 

1. Nature of the business, and its state in the progress of develop- 
ment up to what is usually called the point of stabilization ; 

2. Degree of difficulty in the way of the industry meeting a con- 
tinued growth in demand, due to limitation of capital or other causes; 

3. Productivity of capital in the industry and the influence of rate 
of return upon price, and the susceptibility of demand to price varia- 
tion; 

4. Availability and economic cost of capital in the case of the in- 
dividual business; 

S- Advantages over existing or latent competition in point of aver- 
age capital turnover, and in production and distribution costs; 

6. Peculiar circumstances having to do with satisfaction of demand 
and which are unrelated to capital turnover; 

7. Good-will in the business. 

Considerations Involved in the Application of the 
Base Price 

The preceding section has indicated the kind of considerations 
which may lead to a modification of the base price. Apart from 
this, deviations of actual price from the base price equivalent in 
current periods may be justified by special considerations, of 
which the following are examples; 

1. The necessity of meeting competitive conditions existing at any 
time, not admitted to be of a permanent character; 

2. The necessity of making allowance for any extraordinary circum- 
stances existing with respect to price of raw materials in hand or un- 
der contract, or other existing cost abnormalities; 

3. Consideration must be given to the probable trend of raw mate- 
rial and labor costs, and allowance made for possible changes over 
an interval during which no price adjustment is desirable; 

4. High prices in periods of high volume with correspondingly low 
prices in periods of low volume will tend to flatten the production 
curve, and consequently increase the productivity of capital employed; 
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5. Low prices are desirable ill periods of reduced volume to stimu- 
late demand; but a price cannot be fixed below the base price equiva- 
lent unless the resulting decrease in profits can be recouped during 
periods of high volume through the establishment of prices correspond- 
ingly higher; 

6. It must be recognized that capital normally enjoys a high rate 
of return in periods of high volume, and that higher prices at such 
times will intensify the attraction of competitive capital under specu- 
lative or ill-advised considerations. 

Phases of the Pricing Problem 

The method of analysis which has been outlined divides the 
pricing problem into the following parts: 

First — Bearing upon the Matter of Policy: 

(а) The question of what has been described as the economic re- 
turn attainable, representing the average annual rate of return which 
should be expected upon capital employed. This may be said to mark 
the crystallization of policy. 

(б) The question of capital requirement, which may be said to 
qualify the consideration of policy. 

Second — Bearing upon the Matter of Administrative Procedure; 

The question of the application of the base price. This may be 
said to afford the coordinating link between questions of policy and of 
administrative procedure. 

A clear appreciation of the individual character and, at the 
same time, interdependence of these phases of the problem has 
important results. It facilitates two things; 

1. Organized contact with conditions, and interpretation of them, 
leading to an intelligent enunciation of policy. 

2. Effective exercise of authority, within appropriate bounds, on 
the part of executives who are engaged in the direct conduct of business 
enterprise. 

The supply of capital, whether from retention of earnings or 
from sale of securities, is dependent upon the promise of a satis- 
factory rate of return, which in turn is determined by the profit 
margin in relationship to capital turnover. This relationship is 
symbolized by the base pice. A deviation in prevailing price 
from the base price equivalent may afford a practical demonstra- 
tion that a previously assumed economic return attainable is 
erroneous, and thus lead to a limitation upon the supply of capital 
for expansion. This method of price analysis, therefore, supplies 
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the basis of a pricing policy which is, in fact, the embodiment of 
a financial policy. 

4. SHELDON CHAIN STOKE COMPANY — FIXING RETAIL PRICE FOR 
BREAD BELOW THE MARKET 

The Sheldon Chain Store Company operated a chain of 800 
grocery stores in Chicago and surrounding territory. It pur- 
chased the bread sold in its stores from three independent 
bakeries. The company was unable to secure quantity discounts 
from the bakeries and was forced to pay the same price as unit 
grocery stores. In the company’s stores, bread was sold mainly 
as a convenience to customers, and no sales efforts were expended 
to increase its sale. In 1923, in order to secure a greater profit 
from the sale of bread, the company established a bakery with a 
capacity sufficient to supply all its stores. After a study of 
probable costs, a proposal was made that the loaf which regu- 
larly was sold in chain and unit groceries at 1 1 cents, should be 
priced at 9 cents and the 8-cent size at 6 cents. 

It was possible to sell at the reduced price because the com- 
pany’s cost of production was lower than that of independent 
bakeries. Modern equipment, which produced economically, had 
been installed. The bakery was operated as a department of the 
company’s main office and warehouse, with consequent economies 
in fixed charges, such as those for administration and accounting, 
The cost of raw materials was low, because purchases were made 
on a larger scale than those of other bakeries in the vicinity, 
and cash discounts were taken. 

The tentative costs on which the suggested prices were based 
were accepted as accurate. The Sheldon Chain Store Company 
owned a portion of the stock of a similar bakery operated in 
another city. The costs in the latter were used in the compila- 
tion of estimates for the new bakery. 

The chief advantage to be derived from selling at a reduc- 
tion of 2 cents per loaf below prevailing prices was the increase 
in quantity of bread sales to be secured. As a staple commodity 
with a definitely established price level, bread offered at a 
decreased price was likely to attract purchasers. The manage- 
ment of the Sheldon Chain Store Company estimated the prob- 
able increase in bread sales to be one-third of the quantity for- 
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merly sold. The company was willing to sell at one-half the 
percentage of profit on each loaf realized by independent baker- 
ies, because of the increase in sales which, it was believed, would 
result from the lower price charged. 

Introduction of a new brand of bread, furthermore, was 
facilitated by a reduced price. The bread purchased from bak- 
eries had been sold under trade-marks developed by the bakeries 
and well known to the public. Purchasers were unlikely to de- 
mand an unknown brand unless interested by a special price 
inducement. At a low price, bread might be used as a leader to 
attract new customers to the stores, which were located in 
neighborhood shopping centers. 

In opposition to the proposal, it was pointed out that if the 
price were fixed at the prevailing level, an increased percentage 
of profit was to be realized. The company was confident that its 
bread equaled in quality any other brand on the market, because 
it was made according to the formula used successfully in the 
other bakery. 

Full value could be given the buying public if the retail prices 
were fixed at ii cents and 8 cents. Although the introduction 
of a new brand at the established price was difficult, aggressive 
sales efforts (such as substitution for established brands when 
possible, special displays in stores, and advertising campaigns) 
might be used to develop demand for the bread on a quality 
basis. Such an appeal was more likely to be permanent than 
one based on price. 

A possible result of a low price was that competitors might 
reduce their prices to the same level. In this event, the company 
might be forced to adopt aggressive sales methods in order to 
secure sales for the unknown brand. It was urged that active 
sales efforts be instituted at the start, without a reduction in 
price, so that the possibility of active competition on a lower 
price level might be eliminated. 

The officers, however, were of the opinion that none of the 
competitors could sell bread at the low prices mentioned. Since 
an increased volume of sales could be secured by reduced prices, 
it was decided to sell the ii-cent size for 9 cents and the 8-cent 
size for 6 cents. During the first week in which the new brand 
was supplied to the stores, the total quantity sold increased 55% 
above the sales of previous weeks. 
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5. LESTER CIGAR COMPANY — ^REDUCTION OF PRICE IN ORDER TO 
INCREASE VOLUME OF SALES 

The hand-made cigars which were produced by the Lester 
Cigar Company were sold under the well-advertised brand name, 
Lester, and had a reputation for high quality. Sales were made 
within a radius of 150 miles from the metropolitan district in 
which the factory was located, and in 1921, the total volume was 
approximately 35,000,000 cigars. 

About one-third of the total output of cigars was sold directly 
to retail stores, and the remainder through wholesalers. The 
company filled orders from both wholesalers and retailers for a 
minimum quantity of 1,000 cigars. During 1921, and the first 
half of 1922, the price to all purchasers was $106 per thousand, 
less 10^. In June, 1922, a reduction in labor cost was secured, 
and other costs were lowered slightly. It was suggested to the 
officers that a decrease in list price could be made without chang- 
ing the quality, and that an increase in sales might result from the 
change. 

The retail price was not uniform, but depended upon the keen- 
ness of competition among retailers. Within the metropolitan 
district, those who purchased directly from the manufacturer 
sold the cigar for ii cents. Other retailers, who bought from 
wholesalers, sold it for 12 cents, and in the outlying districts, the 
price charged by retailers was 13 cents or two for 25 cents. 
Wholesalers sometimes sold to retailers in the metropolitan dis- 
trict at the rate of $106 per thousand, less 2 % cash discount, and 
the retailers sold the cigars for ii cents. Since competition was 
active, the margin of profit made by both wholesalers and retail- 
ers was low. It was profitable for them to carry the line, how- 
ever, because of the well-developed consumer demand for it. 

It was the experience of the company that an increase in sales 
resulted from a decrease in price, and that advanced prices low- 
ered the volume of sales. After an increase in price from $98 to 
$106 per thousand in the summer of 1920, the yearly volume 
sold declined from 38,000,000 to 35,000,000. Sales during the 
first five months of 1922 were at the rate of only 27,000,000 per 
year. 

It was suggested that the list price be lowered from $106 per 
thousand to $100. A price of $100 per thousand, less ro%, 



DISTRIBUTION PROBLEMS 429 

allowed those who bought directly from the manufacturer to 
sell Lester cigars for 10 cents. This was an important advan- 
tage because consumers preferred to pay with a single coin. A 
purchaser did not like to receive 4 cents in change, if he lacked 
a I cent coin, and for this reason often bought a lo-cent cigar in 
preference to the one that cost 11 cents. Although the total 
decrease in cost did not equal $6 per thousand, the reduction in 
labor cost was $3 per thousand cigars, and economies in other 
expenditures had been made. It was expected that by the sug- 
gested decrease in price the volume could be increased to approxi- 
mately 30,000,000. 

Machine-made cigars which competed with the Lester brand 
were priced normally at $4 per thousand lower than the latter, 
and were sold at 10 cents by a few of the retailers and chain 
cigar stores which sold at cut prices. There was, furthermore, 
likelihood of a decrease in price by competing cigar manufac- 
turers. A reduction in price was desirable in order to meet this 
competition. 

No change in the retail price was probable in the outlying dis- 
tricts, where competition was less active. This allowed retailers 
an increased profit as a stimulus to greater sales efforts in the 
disposal of Lester cigars. The officers were uncertain, however, 
as to what proportion of retailers might absorb the additional 
margin as profit and what proportion might reduce the price by 
I cent. 

On the other hand, it was not certain whether a sufficiently 
increased quantity of sales could be obtained to yield an equal 
or a greater amount of profit than was realized at $106. It was 
also problematical how great an increase would be secured if all 
competitors reduced their prices. 

A reduction of i cent in price decreased the retailer’s margin 
of profit, because the reduction by the manufacturer was only 
.6 of I cent. Although this might affect the willingness of retail- 
ers to cooperate in securing a wide distribution for Lester cigars, 
the officers depended more on advertising to the consumer and 
on the high quality of the cigar to offset such an attitude on the 
part of dealers. 

The officers decided to reduce the list price to $100, less 10%, 
because they expected greater earnings to result, despite the 
reduction in percentage of profit. 
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6. WODEN COMPANY — ^AUTOMOBILE TIKE PRICES FIXED TO AGREE 
WITH THOSE OF COMPETING BRANDS 

In 1921, the Woden Company, which produced rubber foot- 
wear, introduced the Woden automobile tire. The initial rate 
of production was 50 tires per day, and since they were of high 
quality, they competed with the best tires sold. It was suggested 
to the president, who was establishing a price policy, that the 
price for Woden tires should be maintained equal to the price for 
Carleton Cords, which was one of the competing brands. 

The rubber footwear manufactured by the Woden Company 
was known nationally for its high quality. In 1915, two of the 
company’s principal competitors in rubber footwear began the 
production of automobile tires. In the severe price competition 
in rubber footwear which occurred during the following years, 
the Woden Company was placed at a disadvantage because it 
lacked the profits that competitors secured from tires. Demand 
for tires increased rapidly, and all tire companies realized liberal 
profits. In 1918, the Woden Company began experiments for the 
development of a tire. The product was perfected in 1921. It 
was proved by tests that the wearing qualities of the tire were 
at least the equal of any tires then produced. The Woden tire 
possessed the exclusive feature of a tread that resisted punctures 
and had long wearing qualities. 

The method of distribution adopted was that of exclusive 
retailers. In this way, the company sought to develop a demand 
for its tire and to relieve retailers from the ill effects of price-cut- 
ting. An appropriation of $150,000 was made for advertising, 
in which quality was to be featured rather than price. 

The president recognized that tire prices were determined by 
the four principal manufacturers in the industry, who sold a 
majority of the tires. It was especially difficult to introduce a 
new brand of tire at prices which exceeded those of established 
brands, As a result of keen competition among retailers, indis- 
criminate price-cutting existed, and sales were secured by them 
largely through offering reduced prices. The Woden Company’s 
cost of production prevented low prices. The president, further- 
more, sought to establish Woden tires on the basis of a quality 
appeal rather than that of low price. He realized the necessity 
for an approximate agreement of Woden prices with the prices 
of the principal manufacturers. 
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It was suggested that Woden tire prices duplicate exactly 
those of Carleton Cords, because the latter had an excellent 
reputation among motorists. If the price was in constant agree- 
ment with that for a tire with an established reputation, buying 
resistance from retailers was reduced. In securing retail dis- 
tributers, emphasis could be placed by the salesmen on the exclu- 
sive features of the tread and on high quality. It was reasonable 
to expect the retailer to pay prices as high as those of a tire of 
equal quality. The company made no suggestions concerning 
resale prices. 

The price for 3ox3j4-inch Carleton Cords and for other 
brands allowed a lower margin of profit to the manufacturer 
than did other sizes. Competition for sales of the 3 ox 3 ^-inch 
size was more active than for the other sizes because of the 
greater volume sold. The president estimated that sales of tires 
of that size would constitute half the company’s total volume, 
and he was unwilling to sell at the established price. 

The chief disadvantage was that price changes of the Carle- 
ton Tire Company might not be announced at the same time as 
those of other companies. This would prevent the Woden 
Company from securing the benefits of being either among the 
first companies to reduce prices or among the last companies 
to make an advance. If the price was the same as that of a 
popular brand, however, the company was assured that its prices 
at all times were neither excessive nor too low. Price changes 
in Carleton tires could not be anticipated by the Woden Com- 
pany, and it was unable to prevent losses on declines or give 
advance notices of increases to retailers. An excessive stock or 
decline in demand might cause the Carleton Company to reduce 
prices when similar conditions did not exist in the Woden Com- 
pany. On the other hand, the company was forced to make 
changes equal to those of other tire companies because of their 
controlling position. It was possible that Carleton tires might 
lose their superior prestige, and that it would become necessary 
to select another tire as the leading brand. 

The officials of the Woden Company decided to establish the 
policy of maintaining an agreement of price between the Woden 
tire and Carleton Cords. The price for 3ox3j4-inch Woden 
tires, however, was to be from s% to 10 % higher than the price 
for Carleton Cords of that size. 
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7. LIPTON COMPANY — ^YEARLY CONTRACTS IN THE IRON ORE TRADE 

The Lipton Company, located in Buffalo, was a selling agent for 
iron ore mines in the Lake Superior ranges. In addition, it had 
mines of its own. From 10% to 15% of the ore mined in this 
region was sold by the company and brought down the lakes in 
its own boats to Lake Erie ports for delivery by rail freight. The 
sales contracts with customers were made by the selling agent, to- 
gether with arrangements for deliveries and collections. 

It was customary in the iron ore trade for buyers to contract 
during April or May for a substantial part of a year’s needs. It 
was necessary to bring down all of the ore during the season when 
the lakes were free from ice, from the last part of April or early 
May to the first part of December. Since it was impossible for a 
steel company or blast furnace to forecast accurately for a year 
in advance what the demand for its products would be, and, there- 
fore, its own requirement for ore, it usually contracted for the 
quantity of ore which it expected surely to use and relied on being 
able to purchase the remainder as the season progressed. In 
years when the demand for ore was comparatively slack, it was 
possible to purchase ore without paying excessive prices any fim e 
before navigation was closed. In years of marked business ac- 
tivity, however, it was not easy to purchase ore in addition to the 
amount contracted for in the spring, since the mines usually had 
sold practically their entire capacity on yearly contracts. Prices 
were quoted by the mines in the spring to apply to all ore brought 
down under contract during the season. All sales agents quoted 
identical prices on specific grades of ore from the same range. 

Some of the larger blast furnaces and steel companies had their 
own mines and secured a portion of their supply in this manner. 
Smaller companies whose extent of operations did not justify 
owning mines occasionally made long-term contracts of from 2 to 
10 years with selling agents for a portion of their requirements. 
The advantage of this to a small company was that it secured 
slightly lower prices than it could obtain on yearly contracts. This 
enabled the company to compete more successfully with the larger 
blast furnaces and highly integrated steel companies. 

Inasmuch as most buyers could not use all of the ore purchased 
on yearly contract at the time it was brought down, it was cus- 
tomary for the selling agents to arrange for storage at the docks. 
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In this case deliveries and payments were made in 12 equal month- 
ly instalments. If the customer desired to increase his deliveries 
from the docks, his monthly payments were to be increased by a 
corresponding amount. For storage service the following charges 
were made by the dock owners: 

Twenty cents per ton handling charge from the vessel to the dock 
stock pile; 

One cent per ton per month storage; 

Thirteen cents per ton handling charge from dock stock pile to rail- 
road car. 

Occasionally a customer had the necessary storage space and 
requested immediate delivery without storage at the docks. In 
this case, a handling charge of 8 cents per ton was made by the 
docks for loading directly from the vessel into a railroad car. 
Payments were required as the deliveries were made. 

An example of the form of yearly contract between the selling 
agent and its customers for non-Bessemer ore appears on page 
434. The actual price paid by the customer differed from the 
base price quoted in the contract in the same proportion as the 
actual metallic iron content varied from the standard guaranteed. 

This method of making yearly contracts was desirable for the 
mines in order that they might have a basis for scheduling opera- 
tions. For the purchasers of ore, however, the plan was not so 
favorable. The iron and steel industry was noted for its sensi- 
tivity to cyclical influences; it was impossible for steel companies 
or blast furnaces to forecast accurately their needs for a year in 
advance. The demand for steel products might be substantially 
greater or less than was indicated at the time the contracts were 
made in April or May. It was difficult for users of iron ore to 
avoid occasionally purchasing a quantity of ore in excess of the 
year’s needs. During the periods of business depression follow- 
ing periods of extreme business activity, such as 1907 and 1908, 
when prices decreased rapidly, users of iron ore were forced to 
take heavy losses as the result of the contracts that had been 
made. The mines and their selling agents often were willing to 
cancel the contracts if the ore had not been brought down from 
the ranges; but if the ore had been brought down no cancelations 
were allowed, unless the fulfilment of the contracts would result 
in financial ruin to buyers. In such instances, the mines and their 
selling agents underwent heavy losses as the result of having title 
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to ore which was declining in price. The number of such cases 
was not as large as might have been expected, because the steel 
industry was integrated to a large extent. The working capital 
of such companies, therefore, was large when compared with the 
size of commitments for ore. 

Should the Lipton Company in April, 1920, have discouraged 
its customers from undertaking yearly contracts? 

Non-Bessemes 
ORE CONTRACT 
Executed in 

Ageeemekt, Between 

of by its agent, The Lipton Company, of 

Buffalo, New York, party of the first part, and 

party of the second part made at 
Bufialo, New York 192 . . 

WITNESSETH: That said first party for the considerations herein 
named, hereby agrees to sell to said second party 

gross tons (2,240 lbs.) of iron ore 
from the mines of said first party in County of the 

grade or kind known or designated as , all of 

said ore to be of the average standard quality of said grade shipped 
from said mines during the year to be brought down by vessel, 

and to be delivered from the docks of 

or as may hereafter be mutually agreed upon, provided always that in 
case the parties operating said docks fail to receive and handle said 
ore promptly, said party of the first part may deliver said ore from 
any dock which can make deliveries to the works of said party of the 
second part; in about equal amounts monthly, during the months of 
payment hereinafter specified on board cars of 

on condition that payments 
therefor shall be promptly made in the amounts, at the rate and times 
hereinafter named, and that railroad scale weights at port 

or ports of delivery shall be accepted by both parties as 
finally determining amount of ore delivered. 

In addition to the right of first party to place, on docks at 
port of delivery, ore, payment for which has not theretofore been 
fully made, the first party shall, at all times, have the right to 
place ore on said docks, in order to prevent delay in unloading vessels 
due to car shortage or other cause. 

The price of this ore is named and accepted on the expectation that 
the ore will average per cent in metallic iron in its natural 

condition. Taking this as the standard of quality, it is agreed that 
any total average variation therefrom in metallic iron shall be entitled 
to recognition and adjustment by increase or abatement in price, as the 
case may be, at the rates per unit, per ton, hereinafter specified. 
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When this ore contains 50 per cent, or more, of metallic iron, the 
value per unit or fraction thereof is at the rate of 
known as the base unit value; when less than 50 per cent, but not less’ 
than 49 per cent, for such xmit or fraction thereof of decrease only, 
said base unit value shall be increased at the rate of one-half thereof; 
when less than 49 per cent but not less than 48 per cent, for such unit 
or fraction thereof of decrease only, said base unit value shall be in- 
creased at the rate of 100 per cent thereof; when less than 48 per cent, 
the value shall be at the rate of cents per unit or fraction 

thereof. 

On arrival at port of delivery, each cargo is to be sampled and 
analyzed by The Car-Ryder Co., The Phillips Co., The Murray Co., 
or such other independent chemists as may be mutually agreed upon, and 
said analyses shall be final and the basis of settlement hereunder. The 
analysis governing this contract shall be the total average of all analyses 
of all cargoes or portions of cargoes of ore delivered to 

said second party from' or over the docks from which deliveries on this 
contract are made; the cost of sampling and analyzing to be equally di- 
•vided between, and paid by, the parties hereto. 

Second Party Agrees to purchase said ore; to receive the same when 
and as delivered as aforesaid; to pay all charges for unloading, dock- 
age, storage, reloading, switching and handling at port or ports of deliv- 
ery, except that part of the unloading charge, (from the hold to the rail 
of the vessel), which has been customarily charged by the docks to the 
vessels delivering the ore; to reimburse said first party for moneys paid 
for taxes by said first party due to the presence of said ore at port of 
delivery, and to pay said first party in cash for said ore, per gross ton 
(2240 lbs.) at the rate of dollars and cents ($ ) per 

ton, in equal payments of $ each, payable on the 

day of May, June, July, August, September, October, November, 
December, 19 , and January, February, March, and April, 19 , 

making a total of 

dollars, which said payments are to be promptly made, whether said 
second party is able to receive said ore or not. Monthly deliveries of ore 
from docks to be in proportions covered by said monthly payments, and 
if said second party desires deliveries to be increased, payments are to 
be increased correspondingly. Failure by said second party to make 
payments promptly when due shall, at the option of the first party, ex- 
cuse refusal to make further deliveries. 

After May ist, 19 , said second party has the privilege of antici- 

pating and discounting any or all of the above mentioned payments at 
the rate of per cent ( per cent) per annum. 

It Is Expressly agreed that said first party shall not be held liable 
for damages resulting from failure to deliver all of said ore hereunder, 
if prevented or obstructed by war or insurrections, combinations, strikes, 
hindrances, turnouts; accidents or delays at the mines, on the railroads 
or docks, or in transit; or by disasters of navigation, governmental 
interference or other causes 
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beyond its control, or by failure of said mines to produce sufficient 
ore to fulfil ^is and all other sales contracts, provided that 
all its sales contracts for such ore shall not, at any time, exceed, in 
the aggregate, the quantity which its officers estimate can reasonably 
be expected to be produced and delivered thereunder. 

Provided when any such shortage is ascertained, first party shall so 
apportion further deliveries on this and all other sales contracts then 
unfilled, that all purchasers shall receive as nearly as may be their 
pro rata share of the aggregate shipments of said ore of the season 19 . 
Any undelivered balances resulting from such shortage shall be canceled. 


By. 


.Agent 


8. WALDEN COMPANY — LONG-TERM CONTRACTS IN 
THE IRON ORE TRADE 

The Walden Company, located in Buffalo, was a selling agent 
for iron ore mines in the Lake Superior ranges. In addition, it 
had mines of its own. From lo^o to 15% of the ore mined in this 
region ‘ was sold by the company and brought down the lakes to 
Lake Erie ports in its own boats for delivery to customers by rail 
freight. Terras of sale, arrangements for delivery of ore, and 
collections were made by the selling agent. 

It was customary in the iron ore trade for buyers to, contract 
during April or May for a year’s needs. This custom of making 
yearly contracts provided &e mines with a basis for scheduling 
operations. All of the ore had to be brought down during the sea- 
son when the lakes were free from ice, from May until Decem- 
ber. The selling agent agreed in the contract to deliver the ore 
to the buyer in equal monthly instalments, and the buyer agreed 
to make payment on the same basis. The buyer was allowed to 
demand more rapid deliveries on condition that he make pay- 
ments accordingly. The ore was stored on the docks ^ until the 
time for delivery, since the storage space required was so great 
that most blast furnaces or steel companies did not have the nec- 
essary facilities. 

A steel company or blast furnace customarily purchased only 
a portion of its year’s supply by contract, because it was impos- 
sible for such a company to forecast accurately for a year in ad- 
Table 3S1 page 440. 

^See Table 36, page 441. 
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vance what the demand for its* products would be and, therefore, 
its own requirements for ore. Subsequent purchases were made 
in the open market as the needs of the company became apparent. 
Many of the large integrated steel companies and some blast fur- 
naces had mines of their own from which they derived a portion 
of their supply of ore. Several smaller steel companies and blast 
furnaces did not have sufficient capital to do this, and the extent 
of their operation was not great enough to make it practical. In 
order better to compete with the companies which had their own 
sources of ore supply, these smaller companies sometimes made 
long-term contracts, of from 2 to 10 years, with a selling agent 
for part of their ore needs. The advantages of such a policy were 
twofold: first, it insured such companies an adequate supply of 
ore; and second, it virtually insured them lower prices than they 
could have obtained on yearly contracts and thus aided them to 
meet competition. The small companies having long-term con- 
tracts purchased additional ore during the period by yearly con- 
tract or on the open market. 

This form of contract enabled the mines to plan their opera- 
tions in advance, and insured them minimum deliveries each year. 
It made it possible for them to mine and deliver ore in years when 
it was difficult to meet fixed charges as the result of small sales. 
These contracts usually provided for the benefit of the purchaser 
for maximum and minimum deliveries in each year, the exact 
amount to be specified by the buyer near the beginning of the 
shipping season. The spread between the maximum and mini- 
mum quantities was made narrow to protect the mines against 
wide fluctuations in the quantities of ore to be delivered under 
these contracts. The difficulty, for both buyers and sellers, with 
this system of long-term contracts was that of fixing a price basis 
that would remain fair to both parties to the agreement over a 
period of time. 

The Walden Company had made long-term contracts based on 
several methods of feing prices. The actual method determined 
upon for any contract was the result of negotiation between the 
selling agent and the buyer. It was impossible for the selling 
agent to restrict long-term contracts to any one specific price 
basis. The executives desired to weigh the merits of these differ- 
ent methods to determine which was most favorable. They pro- 
posed to negotiate for this plan in conferences with customers. 
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The following is a typical example of the problems arising in 
connection with the making of long-term contracts. In the spring 
of 1922, the Walden Company was approached by a small steel 
manufacturer who desired to contract for approximately 40,000 
tons of ore yearly for five years. When this company operated 
at capacity, it used about 75,000 tons per year. A long-term con- 
tract for about 40,000 tons, therefore, would supply the main 
part of its ore purchases. The maximum and minimum quan- 
tity of yearly deliveries were set at 50,000 tons and 30,000 tons, 
respectively. This manufacturer desired non-Bessemer ore from 
the Mesaba range.^ A method frequently used gave the buyer a 
reduction of a fixed amount from the yearly contract price of ore 
quoted each year. The yearly contract price in the spring of 
1922 for this ore at a Lake Erie port was $5.55 per ton. This 
was the base price which would differ from the actual price to be 
paid according to the percentage of metallic iron content of the 
ore. For a five-year contract of this size and for this type of 
ore the Walden Company was willing to give a discount of 13 
cents per ton from the yearly contract price prevailing in any of 
the years during the term of the contract. This method of ar- 
riving at a long-term contract price did not protect the buyer 
against fluctuations in the yearly contract price. It was favorable 
to the selling agent because it guaranteed a price for the ore dur- 
ing the life of the contract only slightly below that of the yearly 
contract prices. 

A second method used by the Walden Company was to arrange 
a sliding scale of discounts from market prices, as they varied 
from time to time. As the price per ton of ore increased, the 
discount specified in advance was increased. This method pro- 
tected the buyer with the long-term contract to some extent against 
high market prices. The method further provided a specified 
market price below which the discount remained fixed. This min- 
imum discount in practice was somewhat less than the flat discount 
given under the first method. Therefore, although the second 
method was of greater advantage to the purchaser in times of 
high prices than the first method, it was less advantageous in times 
of low prices. For the contract desired by the above steel com- 
pany, the Walden Company was willing to quote the following 
prices : 

^See Table 37, page 44a. 
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Yearly Contract Price 
$5.00 per ton or less — 10 cents discount 

5.00 to $5.50 per ton — 12 cents discount 

5.50 to 6.00 per ton — 14 cents discount 

6.00 per ton and over — 16 cents discount 

A third method frequently used was that of quoting a flat mine 
price for the entire term of the agreement. Prior to 1916 the com- 
pany had made long-term contracts at a flat price delivered at a 
Lake Erie port. In the following years, however, changes in 
freight rates and costs of lake transportation had varied to such an 
extent that the company no longer used this method of quoting 
prices. The flat mine price, however, was quoted in some instances. 
This method was suitable only for ore from open-pit mines, since 
the cost of that type of mining varied little and could be ascer- 
tained with accuracy in advance. In open-pit mining the earth 
was stripped from the surface until the layers of ore were reached. 
The cost of the stripping operation could be approximated closely 
in advance, and the extent and location of the ore bodies could be 
determined accurately. The cost of labor and supplies was ap- 
proximately 20% of the total cost of mining; the remaining 80^0 
was for overhead, royalties, depletion, and other fixed charges. 
Of the 20% for labor and supplies, 669?? was for labor and 34% 
for supplies. 

No accurate approximation of production costs could be made 
in advance for ores extracted by underground mining. Further- 
more, the percentage of labor to the total cost was extremely high, 
and neither wages nor labor efficiency could be forecast accurate- 
ly. It was not customary, therefore, for the Walden Company 
to quote flat mine prices on long-term contracts for ore extracted 
from underground mines. Even for open-pit mining the possibil- 
ity of errors in forecasting changes in the cost of labor and sup- 
plies made this form of agreement somewhat hazardous for both 
the mines and the customers. If this form of contract was agreed 
upon, the selling agent quoted a higher price per ton than under 
some other methods in order to protect the company. If the steel 
company desired to make its contract based on this method, the 
Walden Company would have quoted $3.45 per ton. In addition 
to the flat mine price the customer would have to pay the 
amounts for freight, cargo insurance, shipping, and taxes which 
are shown in the following table: 
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Mine price ? 3 . 4 S 

Rail freight from mines to shipping port gi 

Cargo insurance .05 

Shipping charges .93 

Taxes -lo 

Total fS.44 


The fourth method of determining prices was for the Walden 
Company to agree to supply the buyer with ore at cost plus a 
fixed amount. This additional amount was designed to cover 
capital charges and a reasonable profit. For this method to be 
satisfactory to purchasers it was necessary that they rely on the 
accuracy of the accounts kept by the mines and selling agents. 
The Walden Company allowed long-term contract customers to 
inspect its books at any time. This method did not allow the 
selling agents or the mines to take advantage of high prices in 
times of marked business activity. During such periods, the mar- 
gin between the market prices and the cost was likely to be 
greater than during a period of business depression. It would 
assme them, however, of a profit when sales decreased, when 
profits otherwise might be inconsequential or lacking. What was 
an advantage to the seller, however, was a disadvantage to the 
purchaser. When market prices were low, the purchaser was like- 
ly to pay more than the market price. On the other hand, when 

Table 35 — Total Ikon Ore Shipments from Lake Superior Region 
Year Tons Year Tons 


1891 


1892 


1893 


1894 

7 , 759,753 

1895 

10,441,462 

1896 

9,950,541 

1897 

12,473,032 

1898 

14,037,247 

1899 


1900 

19,167,100 

1901 

20,849,705 

1902 

27,880,806 

1903 

24,535,569 

1904 

21,976,837 

1905 

34,574,255 


1907 42,401,588 

1908 26,165,894 

1909 42,779,662 

1910 43,627,629 

1911 32,951,769 

1912 48,310,335 

1913 50,114,927 

1914 32,947,591 

1915 47,634,443 

1916 66,902,778 

1917 64,694,636 

1918 63,024,220 

1919 48,720,325 

1920 60,531,467 

1921 22,851,805 
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Ore on Docks Ore on Docks 
May I (Tons) December i (Tons) 


1891 2,662,223 3,508,489 

1892 1, 537, 188 4,149,451 

1893 2,095,797 4,070,710 

1894 2,588,370 4,834,247 

1895 2,642,980 4,415,712 

1896 1,949,698 4,954,984 

1897 3,256,497 5,923,755 

1898 3,167,915 5,136,407 

1899 2,073,254 5,530,283 

1900 1,720,656 5,904,670 

1901 3,050,183 5,859,663 

1902 2,848,194 7,074,254 

1903 3,592,367 6,371,085 

1904 4,534,103 5,763,399 

1905 2,271,631 6,438,967 

1906 1,766,329 6,252,45s 

1907 1,976,988 7,385,728 

1908 5,480,300 8,441,533 

1909 5,370,268 8,965,789 

1910 5,278,251 9,804,264 

1911 6,676,820 9,270,341 

1912 5,717,801 10,053,836 

1913 5,456,774 9,250,500 

1914 5,919,717 8 , 375,014 

1915 5,886,412 8,812,499 

1916 3,311,399 9,958,306 

1917 4,772,232 10,023,743 

1918 5,624,587 10,376,509 

1919 5,686,188 10,454,843 

1920 6,204,556 10,955,868 

1921 8,093,854 9,032,595 

1922 6,988,878 9,899,313 


market prices advanced to high levels, he secured comparatively 
low prices. For the steel company referred to above, the Walden 
Company would have quoted 40 cents as the amount to be added 
to cost. In the spring of 1922 the cost of ore delivered at a Lake 
Erie port was approximately $5. 

A fifth plan, sometimes used, was to quote a mine price which 
varied proportionately with the costs of common labor. If the 
price of labor rose lO^'o, for example, the mine price was raised 
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Table 37 — ^Lake Erle Price per Ton of Non-Bessemer Mesaba 
Ore, 1900 TO 1923 

Year Price per Ton Year Price per Ton 


1900 

$4.00 

1901 

2.7s 

1902 

2.7s 

1903 

3.20 

1904 

2.50 

I90S 

3.00 

1906 

3-So 

1907 

4.00 

1908 

3-So 

1909 

3-So 

1910 

4.00 

I9II 

3-50 

1912 

2.8s 


1913 

$340 

1914 

2.8s 

1915 

2.80 

1916 

3 - 5 S 

1917 

5 -oS 

1918 (To July i) 

S-oS 

1918 (July to Oct. i 

) S-So 

1918 (From Oct. i) 

S- 7 S 

1919 

S-SS 

1920 

6.SS 

1921 

S-SS 

1922 

S-OS 

1923 

5 -SS 


10%, and the freight charges were added to this. If the contract 
with the Buffalo steel company were made on this basis, the prices 
would have been approximately as follows: The total cost at the 
mines approximated $3. Of this, labor and supplies then would 
have been about 60 cents, of which labor was 40 cents. In the 
spring of 1922, the Walden Company quoted $3.40 as a mine 
price to which freight and other charges would have been added. 
During the remainder of the contract the mine price quoted was 
to bear the same relation to $3.40 as the common labor cost per 
ton bore to 40 cents. 

It was evident that whatever price basis was decided upon, ap- 
proximately the same price per ton during the first year of the con- 
tract was quoted to the customer. In subsequent years, the prices 
would vary with conditions according to the method employed. 

What method of quoting prices in long-term contracts should 
the Walden Company have endeavored to secure in its negotiations 
with customers? 


9. CLAYTON POTTERY COMPANY — PRICE POLICY 

The Clayton Pottery Company produced cooking china for 
hotel, restaurant, and dining-car use, and to a lesser extent for 
use in homes. The features of the product were its unusual heat- 
resisting qualities and the fact that it was difficult to break. The 
company did not produce table china. 
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Ninety per cent of the domestic production of this type of china 
used in the United States was manufactured by the Clayton 
Pottery Company. Only one other company in the United States 
produced similar pottery for the same purpose, and its produc- 
tion costs were materially higher than those of the Clayton Pottery 
Company. It, therefore, did not offer keen competition. Euro- 
pean pottery manufacturers from time to time shipped similar 
high-grade cooking pottery to the United States. Large quan- 
tities of this pottery had been imported in 1919 and 1920. During 
1921 and 1922, however, such imports were comparatively unim- 
portant and the Clayton Pottery Company virtually had a monop- 
oly of the supply of this china in the United States. 

During the period of 10 years previous to 1915, the price of 
Clayton pottery seldom was changed. From 1915 to 1920, how- 
ever, the advancing cost of labor and supplies led to the increase of 
prices at frequent intervals. Quotations in 1920 were approxi- 
mately 100% higher than in 1915. Many of the company’s cus- 
tomers objected to the high prices and urged other pottery com- 
panies to attempt to produce similar china. In 1921, when wages 
and the cost of supplies had declined, prices were reduced about 
17%. In October, 1922, wages were reduced 5 %. The execu- 
tives were uncertain whether or not a further reduction in prices 
should be made. 

Sixty-two per cent of the cost of producing Clayton pottery 
was for labor and supplies. It was the policy of the company to 
pay liberal wages. From 191 5 to 1920 wages had increased 100% . 
After the reduction in October, 1922, they were approximately 
60% above those in effect in 1915. The Clayton Pottery Com- 
pany maintained an open shop, but the unions were so strong in 
this section that there were few employees who were not members. 
The work did not require great skill, and an employee in the pot- 
tery works could become a skilled workman in eight to twelve 
weeks. Abundant labor was available; therefore, the union could 
not force the company to pay unduly high wages. 

The majority of the china to be used in hotels, restaurants, or 
dining cars was sold to wholesale distributers. There were so few 
of these in the United States that the company employed only 
one salesman, who also was one of the chief executive officers. 
A small quantity of the china, principally teapots, was distrib- 
uted directly to department stores. 
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The advantage that the Clayton Pottery Company had over 
its one competitor resulted primarily from the fact that the Clay- 
ton Pottery Company gave its product only one baking. The 
executives of the company stated that their product was admitted 
to be superior to any other domestic cooking china on the market. 
The superiority was the result of long experience in its produc- 
tion and the special knowledge of the. proportions in which the 
different varieties of clay should be mixed. The company had no 
patents on its process. The clay was mixed with water, molded, 
dipped in color, dipped in a glazing compound and then baked 
from 48 to 72 hours. The company’s competitor, who also pro- 
duced china for table use, employed manufacturing processes 
usual among pottery manufacturers. The clay was baked after 
it had been molded, then the pieces were dipped into color and 
into a glazing compound and baked a second time. This double 
baking process added to the cost. Several companies had at- 
tempted to bake the china only once, but were handicapped by 
their lack of knowledge and experience in the process. All but 
one of the companies, which had attempted to produce cooking 
china by either of these processes, had given up after a short pe- 
riod. 

The executives of the company had not considered seriously 
the possibility of producing table china. The process of manufac- 
turing satisfactory china for this use was somewhat different, and 
that phase of the pottery industry was more competitive. The 
Clayton Pottery Company was satisfied to continue merely the 
manufacture of cooking china. Because of the pre-eminence in 
this market and the satisfactory profits attained, the executives 
did not desire to adopt a new policy which might entail numerous 
difficulties. 

The general price policy of the Clayton Pottery Company had 
been to quote prices as high as possible without incurring too vig- 
orous complaints from the wholesalers, or allowing other compa- 
nies successfully to market competitive china. The point of stab- 
ilization that had been reached gave the Clayton Pottery Com- 
pany a net profit of approximately 15% on sales. 

The company was obliged to consider possible sources of com- 
petition in connection with questions of price policy. First, there 
was the possibility of more active foreign competition. The service 
that a domestic company could render to its customers, however. 
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gave it a decided advantage over foreign competitors. It usually 
had not been profitable for foreign manufacturers to ship pottery 
to the United States unless they could offer it at prices much 
lower than those quoted by domestic companies. The executives 
estimated in October, 1922, that foreign manufacturers could 
not quote prices below those of the Clayton Pottery Company. 
They were of the opinion, therefore, that there was little danger, 
at that time, of any substantial foreign competition. 

Second, there was the competition of cooking containers made 
of enamel or aluminum, which cost only one-half as much as 
Clayton pottery. Enamel or aluminum, however, were not as sat- 
isfactory for cooking purposes; moreover, hotels, restaurants, and 
dining cars preferred to use china. There was a possibility that 
enamel or aluminum pieces might be substituted, however, if the 
Clayton Pottery Company quoted prices much more than 100% 
above those of these competing products. 

There was also a potential source of competition in earthenware 
pottery. The price of these products was even lower than that 
of enamel. They were easily breakable, however, and further- 
more were porous and tended to absorb the flavor of foods cooked 
in them. 

The executives stated that the pottery industry, particularly 
that phase of it with which the Clayton Pottery Company was 
connected, was not so susceptible to fundamental changes in busi- 
ness conditions as were most industries. Sales in 1921 and 1922 
had continued to be excellent, and the executives did not expect 
a decrease in demand. Nevertheless, they were of the opinion 
that there might be some advantage in reducing prices. If the 
Clayton Pottery Company was to maintain its supremacy in the 
production of cooking china, it was necessary that the good-will 
of the company’s customers be retained. A reduction in prices 
at this time might increase their feeling of good-will. 

The company could reduce its prices and still maintain a profit. 
In 1915, the price per dozen of one grade of Clayton teapots was 
$3.50. In 1920, this price had advanced to $7.25, and in 1921 
had been reduced to $6. The equivalent price of enameled teapots 
at this Lime was $3.50 and of earthenware teapots $2.50. It 
would have been impossible for the Clayton Pottery Company to 
reduce its prices enough to compete with enamel, aluminum, or 
earthenware pieces on a price basis. There was the possibility, 
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however, that if a price reduction were made sales might be in- 
creased, principally by selling china to people who had used enamel 
or earthenware pieces. It was unlikely that sales could be in- 
creased to hotels, restaurants, or dining cars since they already 
were using high-grade china and their demands showed little 
variation. 

If high prices were maintained, new competitors might enter 
the market. Inasmuch as the Clayton Pottery Company had no 
patents or other means of protecting its position, it was quite 
possible that such competitors would be successful in developing 
manufacturing processes like those of the Clayton Pottery Com- 
pany, provided they were strong enough financially to operate with 
no profits or at a loss for a short term of years. Moreover, it was 
impossible to tell when foreign competitors might enter the do- 
mestic market. 

Should the Clayton Pottery Company have reduced its prices 
in October, 1922? 

10. KENDALL & FROST, INCORPORATED — ELABORATION OF 
STYLES IN A PERIOD OF BUSINESS DEPRESSION 

Kendall & Frost, Incorporated, manufactured plain and con- 
servative styles of men’s shoes, which it distributed under its 
own brand to retail dealers. After the deflation of business in 
the summer of 1920, there was a marked decline in the demand 
for the company’s products. Complete stagnation occurred in the 
shoe industry, as in many other industries, and the paramount 
question before the management of the company was how, if at 
all, a demand for its products could be established. It was sug- 
gested that since shoe styles had not been changed for several 
years, a development of new and original models might aid in 
building up the demand. The management, therefore, had to 
decide whether it was advisable to develop and attempt to sell 
new styles of shoes, or whether it should turn all its efforts to 
the disposal of the surplus stocks of returnable merchandise. 

The situation in the shoe industry, for several seasons 
previous to May, 1920, had been one of prosperity. Factories 
had been operating at full capacity, and the manufactured shoes 
had been taken immediately by the retailers. While the retail 
distribution had been excellent, it had been hardly equal to the 
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volume of production; that is, retail shoe dealers had accumu- 
lated merchandise stocks because the steadily increasing prices 
had led them to believe that the more stock they had, the more 
profit they had made. Each time an inventory was taken, the 
merchandise had a higher value than before. The few prevailing 
styles were those which existed during the war, when the Gov- 
ernment requested shoe manufacturers to simplify styles as far 
as possible. During the seasons which followed the war, the 
shoe manufacturers had sold their products so easily that it had 
not been necessary to develop new styles. 

After the break in prices, shoes became unsalable at a 
profit. Retailers were stocked with high-priced merchandise 
which they were forced to sell at a fraction of cost. The effect 
of these reduced prices on the consumers was generally the oppo- 
site of that desired. Inasmuch as consumers were of the opinion 
that prices must return to pre-war levels, they refused to 
purchase. 

The result of the depressed condition of the trade was seri- 
ous for the shoe manufacturers. Shoe factories were without 
orders or were running on short time. Many factories were 
closed which never had been closed before. The manufacturers 
were burdened with high-priced inventories and surplus stocks, 
for which there was no demand. Since retailers were overstocked 
to such an extent that they were unwilling to accept merchandise 
at any price, many manufacturers opened retail stores in large 
cities, where the shoes were offered to the public regardless of 
cost. Unemployment was the general condition in manufacturing 
communities, and shoe companies were sustaining constantly in- 
creasing losses from depreciation and fixed charges. 

The attitude of retailers toward changes in the existing styles 
was uncertain. They were likely to take the position that by 
further additions to their stocks they were increasing their diffi- 
culties and that the development of new styles might draw the 
few remaining customers away from the old stocks. There was 
the possibility that the new styles, by attracting all the demand, 
would remove the value from the old stocks. The unsalable 
stocks which resulted from this situation might cause serious 
financial difficulties and failures among retailers. 

The management of Kendall & Frost, Incorporated, was of 
the opinion, however, that in the development of new styles of 
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shoes there were important advantages both for the manufac- 
turers and the retailers. Manufacturers and retailers were gen- 
erally so overstocked that with the prevalent lack of purchasers 
months might be required to absorb the surplus goods. The 
management realized that the prevailing styles of shoes no longer 
appealed to consumers and it was convinced that a new demand 
could be created and built up by the development of new models. 
Not only was a radical departure from existing styles certain to 
arouse the interest of consumers and thereby stimulate sales, 
but the old stock also could be sold gradually to customers who 
preferred conservative styles. The new models, moreover, were 
expected to serve as an attraction; in many cases customers 
drawn primarily by the display of new styles might decide to 
purchase the conservative models offered at reduced prices. 
There was little probability of the demand centering on the new 
lines to the exclusion of the old stock. 

A further advantage was that the new models could be sold 
at a profit to the retailers, since the selling appeal was to be style 
and not price. Instead of waiting to make replacement pur- 
chases only, consumers were likely to buy the new shoes in order 
to keep up-to-date. Although the prices at which it was possible 
to manufacture and distribute the new models were somewhat 
higher than the reduced prices on existing styles, they were not 
exorbitant. The profits on these sales assured the retailers of a 
gradual recovery from their losses and of an improvement in 
their financial condition. 

The proposed changes did not involve important increases 
in costs. Many variations of shoes with fancy wing tips, per- 
forations, and stitching could be produced with only a few minor 
capital expenditures required to provide several new attachments 
for the machines. 

The company did not expect purchases of the new lines by 
the retailers except in small quantities. It proposed to send out 
its salesmen with new samples to secure conservative orders from 
as many retailers as possible. It recognized also that it was 
essential to guarantee satisfactory service in the prompt and 
frequent delivery of orders until the trade had revived. 

The management of Kendall & Frost, Incorporated, decided 
that it was of no avail to wait for the industry to recover of its 
own accord, but that the development of new styles of shoes was 
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advisable as an experiment to accomplish the revival of the trade. 
If the plan was successful in stimulating sales, the management 
determined to change the styles of its products at frequent inter- 
vals until after the period of depression. 

In accordance with the decision, new styles with radical 
changes were developed in the company’s designing department. 
The salesmen were sent out with these samples and were able to 
secure a few small orders from retailers who recognized the ad- 
vantages in the experiment and were willing to give it a trial. 
Consumers began to buy because the styles were novel and orig- 
inal, and as a result a gradually increasing demand for the new 
models was developed. 

1 1 . GENESSEE COMPANY — ^DIAMOND PRICES’ 

Net sales of the Genessee Company declined from $761,496 
in 1920 to $486,660 in 1921. This firm was known principally 
as a w holesale diamond house,® but it also sold Hamilton, How- 

iCopeland, p, 695. 

“In the Jewelers' Circular, March 29, 1922, the following editorial appeared : 

“Financial writers and other authorities outside the industry who have been 
analyzing the conditions of the diamond trade for the past year or more have 
been surprised at the strength of the market in face of so many adverse condi- 
tions, economic and political. To those not familiar with the full situation, it 
has seemed most remarkable that the diamond business of the world did not fall 
to pieces in view of the general conditions. In other lines of industry the factors 
which determined the price of commodities have tended to produce a decline in 
value and with the readjustment of its market put them on a new basis far below 
the levels existing during the war or directly thereafter. With diamonds no such 
conditions have existed. 

"That diamonds (generally considered one of the greatest luxuries) should not 
have become a drug on the market in view of the straitened conditions of most 
countries of the world, was something that the superficial investigator could not 
understand, particularly as in addition to the general world economic conditions, 
large amounts of merchandise were thrown on the market by the Russian Gov- 
ernment as well as by firms in other countries that were forced to realize on their 
assets under pressure of their aeditors. But strange as it may seem to the out- 
sider, the diamond trade has weathered the crisis to an extent that no other industry 
has been able to do and instead of growing weaker, the position of the diamond 
market is now growing stronger every day. 

“Those who have truly investigated the situation learned there was a big factor 
in the diamond situation that did not occur in other industries; namely, the con- 
servative and intelligent control of the raw material at its source, the production of 
the bulk of the larger stones being controlled by the DeBeers interests, and the 
marketing of the rough of the world almost generally controlled by the Diamond 
Syndicate of London, which made no attempt to force diamonds upon the cutter 
either by prree concessions or otherwise. 

"When the crisis came and had to be weathered, the drop in demand by the 
buying public of the world was compensated for by a drop in supply; practically 
by the cessation of the supply of raw material, a* condition that existed in no other 
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1920 Jewelry Watches Diamonds Total 

Inventory Feb. I. .$59)334-86 $50,237,42 $418,987.90 $528,550.18 

Gross Profit for 

Year 38.6% 20.7% 66.0% 



Jewelry 

Watches 

Diamonds 

1920 

Purchases 

Sales 

Purchases 

Sales Purchases 

Sales 

Feb. ... 

, .$ 13,894.28 $ 10,748.52 $ 35,491-84 $ 

42,848.78 $ 

1,342.44 $ 59,439-06 

March . 

. . 11,075.36 

9,176.62 

29,719.80 

33,811.28 

842,50 

14,333-34 

April . . 

. . 12,041.42 

19,617.40 

30,761.86 

41,923.00 

3,492.34 

22,615.52 

May . . . 

. . 4.987.14 

10,678.12 

18,536.14 

36,965.86 


11405.92 

June ... 

. . 9,473,96 

4,620.48 

26,637.92 

27,716.34 

25.70 

4,856.14 

July ... 

. . I4,r43.96 

11,389.62 

18,209.32 

28,379.66 

43-34 

8,669.20 

Aug. . , . 

. . 10,401.84 

24,923.90 

26,529.76 

40,497.74 


13,314-74 

Sept . . . 

. . 13,899.16 

16,216.36 

35,553-02 

33,209 74 


7,253.66 

Oct 

. . 8,035.22 

15,825.68 

23,855.44 

43,722.24 


13,149.94 

Nov. ... 

. . 5,074.16 

19,911.60 

30,544.88 

43,373-16 


8,497.16 

Dec. ... 

958.88 

12,970.68 

33,243-46 

38,818.32 

2,256.00 

8,S4Z>20 

1921 

Jan. . . . 

. . 1,340.76 

2,732.28 

12,567.72 

7,806.02 

None 

3fOi348 

Total 

..$105,34614 $158,811.26 $321,653.16 $423,274.14 $ 8,002.32 $179,411.36 


1920 

Total 

Purchases 

Sales 

Total 

Beginning 

Inventory 

Total 

Beginning 

Payables 

Total 

Beginning 

Receivables 

Feb 

...$ 50,728.56 

$113,036.36 

$528,550.18 

?339,224.38 

$372,567.32 

March . . 

. . , 41,637.66 

57,321.24 

487,551.14 

345,380.66 

444,136.28 

April . . . 

. . . 46,295.62 

84,153.92 

482,375.32 

359,094-48 

457,983.42 

May 

. . . 23,523.28 

59,049.90 

460,819.46 

868,009.82 

497,411.14 

June 

... 36,137.38 

37,192.96 

433,095.52 

365,431-10 

522,366.82 

July .... 

. . . 32,396.62 

48,438.48 

441,475.78 

355,252,08 

503,893.04 

Aug 

. . . 36,931.60 

80,736.38 

434,613.84 

268,268.86 

425,144-08 

Sept 

. . . 49,452-18 

58,681.76 

406,927.34 

263,820.12 

452,186.94 

Oct 

. . . 31,910.66 

76,697.86 

408,968.94 

271,324.82 

459,589.44 

Nov 

. . • 33,619.04 

71,983.92 

378,521.26 

259,287.08 

486,039.06 

Dec 

. . . 36,460.34 

60,630.20 

353,947 06 

264.072.06 

521,842.26 

^ Total . 

. . . 13,908.48 
. . .$435,001.62 

13,551.78 

$761,496.76 

342,999.96 

245>S93-24 

517,048.14 


ard, Illinois, Elgin, and Waltham watches and carried on a gen- 
eral wholesale business in gold and gold-filled cases, gold and 
plated jewelry, chains, and rings. 

industry. This has given an opportunity to have the cut goods on the world’s 
market gradually absorbed by the moderate yet steady demand that exists even 
in the poorest times. As this stock has been gradually taken up by the public, 
the market for diamonds continues to grow stronger because there is no weakening 
at the source of supply. 

“True, the prices in some cases have been affected by those of ‘distressed’ goods 
thrown on the market as a result of a few failures, tliis being apparent more par- 
ticularly in the small stones which also were affected by inferior rough from the 
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1921 Jewelry Watches Diamonds 

Inventory Feb. I. .$72,467.82 $46,198.36 $363,268.86 
Gross Profit for 

Year 38.0% 20.0% 10539.3%* 


Jewelry Watches Diamonds 

1921 Purchases Sales Purchases Sales Purchases Sales 


Feh $10,620.94 $ 12,371.04 $ 24,450.44 $ 24,365.08 $ 3,052.10 

March ... 4,602.20 8,301.06 20,048.44 20,520.62 4,317.16 

April 5,206.42 8,926.18 16,388.58 23,034.94 4,941.48 

May 12,61696 9,619.96 20,187.54 15,785.84 $ 1,115.40 3,180.96 

June 7,443.06 6,296.32 18,252.96 18,804.16 277.90 3,298.20 

July 7,109.32 10,890.26 6,802.60 16,684.40 8,188.36 

Aug 9,491.82 13,990.28 26,277.58 32,471.86 4,122.78 

Sept 6,903.06 12,780.78 28,359.86 29,667.14 1,194.04 

Oct 7,425.52 13,205.76 25,247.12 27,058.64 12,433.00 14,139.62 

Nov 11,270.40 18,926.22 23,284.86 28,445.20 2,801.66 

Dec 5,186.36 15,302.42 22,182.44 38,657.64 11,426.26 

1922 

Jan 13,030.60 3,366.40 8,046.34 8,181.80 9,228.92 

Total ... $99,906.66 $133,977.28 $239,528.76 $283,767.32 $13,826.30 .$69,891.54 


Total 

$481,935.04 


1921 

Total 

Purchases 

Sales 

Total 

Beginning 

Inventory 

Total 

Beginning 

Payables 

Total 

Beginning 

Receivables 

Feb 

. . $ 35.071-38 

$ 39,788.82 

$481,935.04 

$149,530.80 

$296,473.80 

March ... 

. . 24,650.64 

33,138.84 

484,946.84 

172,977,86 

314,905.10 

April . . . 

, . . 21,595.00 

36,902,60 

482,724.48 

174,918.30 

317,355.94 

May 

, . . 32,019.00 

28,586.76 

474,359.54 

178,467.36 

328,191.10 

June — 

. - ■ 35,973-92 

28,488.68 

484,390.54 

190,433.90 

329,207.58 

July .... 

. . . 13,911.92 

35,763.02 

487,136.52 

205,180.96 

338,132.06 

Aug 

■ • - 35,769.40 

50,584.93 

472,471-02 

162,237.40 

303,883.24 

Sept 

. . . 35,262,92 

43,641-96 

467,268.10 

182,122.82 

327,516.04 

Oct 

. . . 45,105.64 

54,404.02 

467,156.56 

198,981.66 

345,176.00 

Nov 

34,555.26 

50,173.08 

468,442.50 

222,218.36 

367,080.10 

Dec 

... 27,368.80 

63,386.32 

462,950.00 

234,092.66 

389,112.28 

Total . . 

. . . 21,076.94 

. ..$353,261.72 

20,777.12 

$487,636.14 

437,302.06 

196,911.60 

390417.16 


♦Registered in “Depreciation” on January 31, 1922— not in “Sales.” 


In order to aid in determining what policy his firm should fol- 
low in the future, the president of the Genessee Company had the 
figures on page 450 and above compiled from the firm’s books. 

In replying to a letter from a customer in February, 1922, re- 

Congo not under the Syndicate’s control. But this situation was met by a read- 
justment of the prices of small rough by the Syndicate which has helped to set 
a real market price for melee throughout the world. As a general proposition, 
however, it may be stated that the consumption of diamonds is gradually eating 
up the stocks on hand and the new goods that are coming and will come in the 
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garding the general trend of diamond prices from 1916 through 
1921, the president of the Genessee Company wrote as follows: 

Gentlemen: 

Responding to yours of the 24th, you have asked us a question which 
would be worth a good deal of money to us if we could answer it down 
to date. From January, 1916, to the peak of war prices there was 
an advance of roughly 150% in price. Since the peak, diamonds have 
been worth what they will bring. We have had quotations on poorer 
grades of stones weighing carat and under amounting to between 
40% and 50% of the cost of the same merchandise in February, 1920. 
A quotation this morning on J^k. sizes in top grades is |2ro per carat 
as against a cost to us in October, 1919, of $265. This may or may 
not be indicative of the general price level, as tomorrow someone may 
come in who needs ready cash and duplicate the lot at $170 per carat. 

The general tendency is for a stiffening in price, however, as irregu- 
lar supplies of merchandise are becoming exhausted. Eventually the 
price to us will return to a base set by the Syndicate at London. We 
are assured that, with the exception of i/sk. and under, the next lot 
marketed by it will be at the price of the last lot delivered. Its vaults 
have been closed for upwards of two years. 

Should the Genessee Company have endeavored to reduce its 
diamond inventory by quoting lower prices, or was it justified 
in holding its stock on the assumption that diamond values would 
be substantially unaffected by changes in the general price level? 


12. COFFEYVILLE TEXTILE MACHINERY COMPANY — 
DERIVED DEMAND^ 

Although costs had not been reduced appreciably, it was pro- 
posed in January, 1922, that the Coffeyville Textile Machinery 
Company should reduce its prices in order to stimulate sales. 

When the depression began in the summer of 1920, the com- 
pany had orders on hand for more than two years’ production, 
but cancelations reduced the orders by about one-half. Mill 

market are being sold at prices that are determined by the cost of rough from the 
Syndicate plus the cost of labor; and the Syndicate (with the exception of the 
rough for very small stones) has continued to follow its established policy of 
maintaining prices. 

“Therefore we see in the diamond trade a stability of value that exists in few 
if any other industries, most of which have had to readjust their prices as a result 
of the lower cost of the new raw material. Instead of looking forward to a 
gradual decrease to pre-war levds in the price of his merchandise, the seller of 
diamonds almost alone can look forward to a strengthening of his market as the 

^Copeland, p. 701. 
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companies which had buildings partially or wholly completed 
proceeded with the installation of machinery in order to mini- 
mize the loss on their investment. When these orders were com- 
pleted and installed, the Coffeyville Textile Machinery Company 
found that because of the general depression in the textile indus- 
try practically no demand existed for machinery, except for 
repair jobs and occasional small lots. The high cost of building 
and equipping new mills prevented expansion of the industry. 
Mills previously constructed had been written down in some 
instances to fpio per spindle, whereas a mill constructed at cur- 
rent prices would have cost $50 to $70 per spindle.^ 

days go on and at least a maintenance ol present prices, if not an increase of the 
same in the near future. 

"Owing to the great value of his diamond lines, the jeweler in some cases found 
this stock a handicap and hard load to carry when the public ceased purchasing; 
but he should be thankful that in this he was not in the position of merchants 
in other lines whose stock on hand often suffered a tremendous, if not a total 
loss. But the jeweler who is in a financial position to carry his stock of diamonds, 
need take no such loss, as with the increasing demand which is now developing he 
can eventually liquidate it not only without loss but at a profit." 

‘The estimated cost per spindle of a four-story spinning mili and a one-story 
weave shed with basement and saw-tooth roof for producing print cloths was as 
follows : 


ipii. . 
igi2. . 

1913.. 

1914.. 
191s. ■ 

1916. . 


.$28.28 

• *7-6? 

• 27.7s 

• 27.S3 
. 26.23 
. 27.28 

. 30.37 


1917.. 
1918 . 
1919- . 


•$37.63 

• 4S.39 

• 55.48 

• 73.05 

. 69,36 
. 53.83 


Estimated cost, as of January i, 1911, and January i, 1922, of erecting and 
equipping complete a spinning mill of 50,000 spindles making No. 16 carded yarns 
for hosiery trade, finished on cones and skeins. 

1911 

Mill buildings (including warehouse) $ 252,800 

Fire protection 15,400 

Lighting 8400 

Heating and humidifying 17,600 

Shafting 7,100 

Motors and power wiring 56,000 

Belting 8,800 

Supplies and miscellaneous equipment 40,100 

Power plant complete 198,300 

Textile machinery and erection 496400 

Freights 15,800 

Engineering and contingencies 111,800 

Total $1,228,500 

Above buildings of slow-burning construction, three stories for spinning, one 
story for picking, and four stories for storehouse for a six months’ supply. 

Sprinkler and hydrants for fire protection, electric lights, steam coils for heating, 
indiridual heads for humidifiers. 

Power houses with steam turbines. (Footnote continued on page 454) 


$ 498,000 
30,700 

15.800 

39.000 

88.800 

15.000 

80.000 

315.000 
1,069,200 

19,400 

217.000 
$2,386,900 
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The prices of the Coffeyville Textile Machinery Company for 
typical machines were approximately as follows: 





I 





Date 

(Januar 

Finisher 

Picker 

Card 

Comber 

■p |S 

Spinnin 
per Spin 

Plain 

Loom 


igio $ 7SO 
igii 700 

1912 750 

1913 700 

1914 67s 

1915 700 

1916 7SO 

1917 1,000 

1918 1,280 

1919 1,600 

1920 1,760 

1921 1,920 

1922 1,600 


$ 600 $1,250 

SSo 1.250 

600 1,250 

550 1,200 

500 1,150 

525 1.300 

650 1,300 

850 1400 

975 1.800 

1,200 2,000 

1,325 2,400 

1,600 2,500 

1,325 2,250 


$ 60 $ 6.50 

60 5 60 

55 5.75 

55 5-50 

55 5.00 

60 5,50 

60 6.75 

75 8.50 

90 10.00 

ns 13.00 

125 14.50 

160 18 00 

125 14.50 


$2.60 $ 83.00 

2.50 83.00 

2.50 83.00 

2.50 83.00 

2.00 83.00 

2.20 83.00 

2.65 85.00 

3.90 101.00 

4.50 152.00 

5.50 164.50 

6.00 213.50 

7.00 213.50 

6.00 147.00 


Although the prices of raw materials had fallen by January, 
1922, the cost of manufacturing textile machinery per unit had 
shown little decline from the peak. Prices of machines had been 
reduced to a cost basis. Even though an increase in orders would 
have permitted wider distribution of overhead, it was doubtful 

(Footnote continued jrom page 453) 

Drives were individual motors on pickers, two and four frame for roving and 
spinning, and group drive for balance of maciiinery. 

Estimated cost as of January 1, 1911, and January i, 1922, of erecting and 
equipping a weaving shed containing 1,280 automatic looms to weave print cloths 
38Ji inches wide, 5.35 yard, 64 x 60 threads per inch and of carded No. 28.5 warp 
and No. 39 filling: 


Weave Shed 1911 

Manufacturing buildings, including plumbing $180,500 

Fire protection, including tank, hose houses, 

hydrants and sprinklers 10,400 

Lighting, including transformers and wiring .... 4,100 

Heating and humidifying 18,500 

Shafting 11,400 

Motors and power wiring 16,700 

Belting 5,600 

Supplies 5,000 

Power plant complete 110,000 

Textile machinery 243,700 

Freight 5,000 

Engineering, contingencies 61,100 

Total $672,000 


1922 

$ 360,900 


19,300 

7,800 

30,700 

25,400 


168,700 

416,900 

9,700 

116,000 

$1,189,800 


Buildings of slow-burning construction. Shed one story with basement and 
saw-tooth roof. Sprinkler and hydrants for fire protection, electric lights, steam 
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whether any practicable reduction in prices below cost would 
increase sales. 

The company had a large plant and employed skilled work- 
men. Its products were manufactured to order; because of the 
uncertainty of specifications on future orders, it was not prac- 
tical to manufacture large numbers of machines for stock. 

13. CROCKER & LANG VENEER COMPANY — JOINT COST^ 

The Crocker & Lang Veneer Company in 1922 wished to in- 
crease its sales of veneer. Since only about 30% of the material 
in the logs purchased was satisfactory for veneer, ^ the remainder 
was made into lumber. Up to that time three-fourths of the 
cost of the logs had been charged to veneer and one-fourth to the 
lumber by-product. Under this method of allocating cost a good 
profit was made on the manufacture of veneer and a small profit 
on the manufacture of lumber. It was proposed, however, that 
the firm should change its method of charging raw material to its 
products in order that the cost of manufactured veneer could be 
reduced and a consequent cut in price made. No definite figures 
were available to show the probable effects of such a procedure 
on gross sales and net profit. 

About 50% of the material used by the veneer plant was 

coils for heating, individual heads for humidity. Power house with steam turbine. 
Group drive with shafting in basement. 

Figured that yarns would be received on beams and cones or lubes. 

Goods woven on automatic looms. 

Same equipment figured for both 1911 and 1932, but with prices changed 
according to years. 

Year Book of the National Association of Cotton Manufacturers with Cotton 
Manufacturers’ Manual— igil, pp. 19S, 1961 iQ*- 

^Copeland, p. 683. 

^Veneer is a term applied to thin leaves or layers of wood. Generally veneer 
is made of valuable wood and is laid over a core of inferior wood. Ply wood also 
is made of layers of veneer in which the grains run in different directions so that 
it is impossible to split it; in this way strong, light pieces arc built up. Veneer is 
cut, either with thin saws or with knives, from logs which have been steamed for 
several hours in order to soften them. 

The company saws each log into as large a quantity of veneer as possible. 
The veneer from each log is kept together throughout the processes of drying, 
flattening, and shipping. The salesmen go out with samples from each log which 
are selected so as to give the best idea of the color and figure. As all veneer from 
one log will react similarly to the same kind of varnish and polishing and will 
have the same figure, the users of high-grade veneers always desire to obtain the 
product from one log for use in one room or in one piece of furniture. It is sold 
by surface area; the pnees are set according to the species and quality of log 
from which the veneer is obtained and according to the beauty of the figure. 
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yellow birch and hard maple logs from Vermont. Although logs 
suitable for lumber could be obtained by sawmills for $15 to 
$20 per thousand feet, the cost of logs suitable for veneer was 
about $50 per thousand feet.^ Men were sent out from the 
Crocker & Lang Veneer Company’s factory in Boston to travel 
through the high-grade maple and birch sections of western 
Vermont in order to pick out logs either in the woods or at the 
mills which were judged to be suitable for veneer. Similar 
methods were employed in selecting walnut and yellow poplar 
logs. The cost of mahogany and foreign woods, obtained through 
brokers in London who were acquainted with the needs of veneer 
plants, occasionally exceeded $200 per thousand feet. 

One rate of cost distribution which had been considered was 
to charge two-thirds of the raw material price to the veneer and 
one-third to the lumber. It had been estimated that thereby a 
slight loss would be taken on the lumber, but that it then would 
be possible to reduce the price on veneer low enough to undersell 
competitors and increase sales substantially. 

It also had been suggested that the raw material be charged to 
both the veneer and the lumber at its actual cost. In that case 
lumber would bear 70% of the raw material cost and veneer the 
remaining 30%. This method would have resulted in a large 
increase in the profit on veneer and a heavy loss on lumber. 

Another plan which was discussed was to allocate the cost of 
the raw material to the product according to the amount for 
which the product was sold; thus if logs costing $60 were manu- 
factured into veneer that sold for $150 and lumber that sold for 
$30, the raw material cost of the veneer would be figured at $50 
and the lumber at $10. 

14. THE KINGSTON COMPANY — ^PRORATING COSTS® 

The Kingston Company, which sold washed sand and gravel 
for building purposes, obtained the greater part of its raw 
material from land banks.® As an adequate supply of material 
of the quality that it desired was difficult to obtain within easy 

'^These were current prices in October, 1922. 

^See “A Problem of Joint Cost," by W. M. Cole, Harvard Bttsimss Review, voL 
I, p. 428. 

^Land banks were situated inland. They were usually small. The raw material, 
which was dug up with steam shovels, was screened where it was prbduced. 
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trucking distance of the city, the company in 1922 had purchased 
an extensive water bank,^ which was situated in the harbor. It 
was surrounded on three sides by water and the washed sand and 
gravel was loaded directly from a dredge into scows and towed 
to the company’s wharf and storeyard which were located in a 
city five miles away. 

Prior to the purchase of the property, a survey of it had been 
undertaken to determine the amount of raw material available. 
Studies of elevations and contours were made and borings were 
taken to find out the average depth of the material. From this 
assay, it was estimated that tlie raw material cost from 2 to 3 
cents a ton in the ground. An hydraulic dredge of the elevator 
type was purchased by the company. The machine was mounted 
on a flat boat and could be towed from place to place. It was 
designed for digging, screening and washing sand and gravel. 
The excavating apparatus consisted of an endless chain bucket 
elevator, which delivered the material into a hopper with remov- 
able iron grating from which it passed into a revolving screen. 
The material was screened and washed by copious streams of 
water supplied by “high duty” centrifugal pumps. The sand 
then was discharged into a scow on one side of the boat, the 
gravel into a scow on the other side, and the large boulders were 
discharged at the stern. Each scow held approximately 700 tons. 

Four or five months after dredging operations were com- 
menced, it was proposed that production and material costs be 
prorated between the sand and the gravel. A distribution of 
costs had not been undertaken before because of the difficulty 
of determining the actual costs for each product. Conditions in 
the land banks varied so widely that a separate proration would 
have been necessary for every property owned by the company. 
The expenses involved in separate prorations made them prohibi- 
tive. The selling prices of both sand and gravel had been dic- 
tated largely by conditions of competition and the company had 
been interested in its gross profit rather than in its profit on 
sand or on gravel. 

About 40 of the raw material was sand and 60% gravel. It 
cost 20 cents per ton of finished product to operate the dredge. 
Eight hundred to twelve hundred tons were produced each day. 

iWater banks wero either islands or peninsulas. Dredging machinery mounted 
on a scow that could be towed from place to place was used in working these banks 
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Eleven men were employed, seven of whom performed specified 
pieces of labor. The men lived on the boat and their meals were 
furnished by the company. 

The next cost was for the upkeep and the towing of the scows. 
The scows, part of which had been purchased in 1922, were 
owned by the company. They depreciated rapidly and frequent 
repairs were necessary. While the cost varied somewhat accord- 
ing to whether it was a single or double tow, it was estimated 
that 2 s cents per ton approximated the towing and maintenance 
charges. The unloading of the scows at the storage yard cost 
S cents per ton. 

The storage capacity of the yard, which was acres in ex- 
tent, was from 18,000 to 20,000 tons^. All sales were made on a 
delivery basis. The company operated 22 trucks, which hauled 
the sand and gravel from the yard to the job. The cost of oper- 
ating these trucks had never been distributed accurately. The 
company did some contract work and the trucks often were 
utilized for carrying building materials other than sand or gravel. 

In September, 1923, the selling price of sand was $1.75 and 
of gravel, $1.40, delivered within a five-mile radius of the yard. 
This was approximately the ratio which ordinarily existed be- 
tween the selling prices of the two products. 

One of the executives proposed that in the future all costs 
incident to the digging, screening, towing, and handling be pro- 
rated 40% to sand and 60% to gravel. It was objected that 
this was obviously unfair because, when the scows once were 
loaded, it cost practically the same amount to handle a ton of 
gravel as to handle a ton of sand. 

Another suggestion was that costs be prorated on a 4o%-6o9'o 
basis up to the time the finished products reached the storage 
yard and that from then on charges be apportioned directly to 
each material. 

Still another suggestion was that costs be distributed in pro- 
portion to the value of each product produced and not on a 
quantity basis. Advocates of this plan maintained that since 
the selling prices of sand and gravel — ^which were determined 
largely by competitive conditions — ^were fairly stable, this offered 
a fairer means of prorating expenses. 

Which basis, if any, should be adopted for prorating the 
production costs of sand and gravel? 
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15. CLARION PHONOGRAPH COMPANY — ADOPTION OP SALES QUOTA 
TO FILL distributers’ ORDERS 

The output of the Clarion Phonograph Company was sold 
through 21 wholesale distributers who were given exclusive ter- 
ritory privileges. Each territory included a population of at 
least 3,000,000. The distributers sold only Clarion phonographs. 
In the spring of 1923, the company considered the adoption of 
a sales quota plan designed to coordinate factory production with 
distributers’ orders. 

The company’s sales were subject to a marked seasonal varia- 
tion. The peak ordinarily occurred in the months from October 
to January. There followed a sharp reduction in April and a 
low volume during the summer months. Phonographs were 
manufactured in ii models which were sold at retail prices rang- 
ing from $50 to $250, and in supplementary de luxe models 
priced at from $300 to $3,000. Sales for 1923 were estimated 
at $4,000,000. 

Since phonographs were a luxury article, the demand for them 
was particularly sensitive to changes in prosperity. The style 
factor, furthermore, was an important consideration, because the 
type of cabinet in demand was influenced by the prevailing mode 
in home furnishings. In 1922, 60% of the cabinets were finished 
in red mahogany, but in the first half of 1923, 70%. were fin- 
ished in brown. 

A close relationship existed between the company and the 
wholesale distributers upon whom it depended to secure distri- 
bution among retailers. Distributers were selected only after 
careful consideration of their financial responsibility and mer- 
chandising ability. Phonographs were delivered to them in car- 
load lots; terms of payment were 15 days after date of invoice 
with a 2% cash discount. The wholesalers’ functions were as 
follows: to develop their territories by selling to the maximum 
number of retailers and by inducing the latter to increase sales 
efforts for the disposal of Clarion phonographs; to receive and 
pay for phonographs manufactured during the summer months, 
in order to allow production in the dull season in preparation for 
fall demand; and to keep a complete stock which was at all times 
adequate to supply retailers. 
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In the fall of 1920, the demand for phonographs declined, and 
cancelations of unfilled orders were received by the Clarion 
Phonograph Company. It was deemed inadvisable to enforce 
acceptance of these orders, because the distributers could not 
sell phonographs to retailers, and therefore, could not make pay- 
ments on deliveries. As a result, the company wrote off a serious 
inventory loss and gradually disposed of the machines at reduced 
prices. 

In 1921, buying was curtailed, and after retailers disposed of 
surplus stocks, they placed orders only for immediate require- 
ments. In 1922, in view of the experience of 1920, wholesale 
distributers waited until fall before placing their orders despite 
a partial revival of demand. The company was forced to manu- 
facture for stock and finance the inventory of finished product 
during the summer. Fall orders, however, exhausted stocks, and 
it became evident that the demand was in excess of plant capacity. 

In April, 1923, the company decided to adopt a plan of sales 
quotas for distributers in order to secure early orders, to receive 
payment for phonographs manufactured during the summer, and 
to prevent shortages in the autumn. A quota for each distrilsuter 
for the second half of that year was computed on the basis of 
monthly sales records for previous years. The quotas were 
adjusted according to the company’s estimate of business activity 
in the fall and the relative prosperity of the various sections of 
the country in which distributers were located. The element of 
growth of the business also was taken into consideration. Divi- 
sion of the total of each quota into the various models was based 
on records of distributers’ previous sales and on the forecast of 
style tendencies. The total number of phonographs of the com- 
bined quotas was compared with plant capacity, and sales 
planned were adjusted so as not to exceed a practicable plant 
production. 

The quotas thus calculated were submitted to distributers for 
acceptance. An explanation of the plan was included with the 
announcement that orders were to be taken on the basis of 
quotas at the annual convention of distributers in May. Orders 
placed at that time were to be given preference in delivery to 
those placed at any subsequent time during the year. Delivery 
of orders made under this scheme was specified as 10% in each 
of the months of June, July, and August, and the remaining 70% 
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in the fall. After confirmation had been sent by the Clarion 
Phonograph Company, these orders were not subject to can- 
celation. 

One advantage to be gained by the adoption of the plan was 
immediate receipt of pa5mient for phonographs manufactured 
during the summer, because invoices regularly were paid within 
15 days from their date in order to secure the 2% cash discounts. 
The company was assured, moreover, that wholesalers carried 
stocks adequate for the requirements of retailers. Accurate 
planning of production for six months in advance, which was 
made possible, allowed economies in purchase of raw materials 
and in plant operation. A shortage could occur only if demand 
in the fall exceeded accumulated stocks and factory capacity, 
and a serious scarcity in any one locality was not expected, be- 
cause all distributers were supplied with their quotas. Adjust- 
ment of quotas to conform to an estimate of business activity 
reduced the hazard of overstocking wholesalers and thus dimin- 
ished the possibility of attempted cancelations. Sales were 
stimulated because distributers were influenced to contract for 
quotas which included an allowance for growth, and because they 
were obliged to secure orders from retailers equal to the quantity 
of their own quotas. 

It was not certain that wholesalers were willing to accept 
quotas set by the company and to contract for six months’ supply 
in advance. The company undertook the responsibility of care- 
ful planning of sales for each distributer. An erroneous estimate 
by the company, which resulted in overstocking or undersupply- 
ing a distributer, might arouse antagonism when close coopera- 
tion was of the highest importance. Relief from cancelations or 
shortages depended on the accuracy of estimates. Changes made 
in quotas by distributers could not be accepted if orders exceeded 
production capacity, or if the quantity specified was deemed in- 
sufficient for expected requirements. Alterations made by the 
company in orders which were not in agreement with quotas, 
were likely to cause resentment among the wholesalers, 

The company’s selling problem was not solved fully by dis- 
posal of its product to wholesalers. Retailers were unable to buy 
distributers’ stocks unless they could be assured of a demand 
from consumers. It was necessary for the company, therefore, to 
assist in the stimulation of retailers’ sales. 



462 


PROBLEMS m BUSINESS ECONOMICS 


At the distributers’ convention in May, the plan was accepted 
by the wholesalers. The possibility of a shortage of phonographs 
in the fall was explained. Wholesalers placed orders which at 
least equaled the quantities specified in their quotas and in many 
cases exceeded them. When all orders were received by the com- 
pany, the total quantity was scaled down so as to conform to the 
maximum production schedule. In many orders the number of 
phonographs of various models was changed in order to include 
a larger proportion of models which were more profitable for 
both the distributer and manufacturer. After these alterations 
were made, each order was returned to the wholesaler for final 
confirmation. 

An extensive advertising campaign in both newspapers and 
national magazines was planned for the fall of 1923 to stimulate 
consumer demand. In order to enlist the support of retailers, 
the company advised them by mail of the publicity plans and of 
the advertisements that were to appear. In addition, six men 
trained in distribution methods were sent out to aid wholesale 
distributers in securing new customers and to assist retailers in 
selling. 

16. DEARBORN STOVE COMPANY— -PREVENTn^G OVERBUYING 
WHEN CONDITIONS INDICATED A DECLINE IN DEMAND 

The management of the Dearborn Stove Company in the 
spring of 1923 discussed the desirability of advising the retailers 
in respect to the size of their orders to prevent their overbuying. 
The company, which manufactured coal and gas household 
ranges, sold directly to retailers. The product was marketed 
through exclusive agents in the small towns, although in a few 
large cities sales were made to several retailers. The company 
had been established for 40 years and it had the good-will of 
the retail distributers. Because of the bulk and weight of the 
product and the consequent high transportation charges the sales 
of the company were limited to four states. Thus it was possible 
for the Dearborn Stove Company to maintain close contact with 
its distributers. 

It had been the policy of the company to sell to the retailer 
solely according to the latter’s estimates of the probable quantity 
of sales. Consequently, when the depression of 1920 came, 
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many retailers were overstocked with high-priced merchandise 
and had placed orders for stoves which they could not sell. The 
result was that many of the retailers canceled their orders. The 
Dearborn Stove Company did not bring suit to enforce the con- 
tracts because it did not wish to lose the good-will of its cus- 
tomers, and furthermore such suits often precipitated the retail- 
ers into bankruptcy and the manufacturer realized little, if any, 
financial gain from the suit. The retailers, with few exceptions, 
were in fact unable to pay. This situation, which was a result 
of the depression, occasioned a substantial financial loss to the 
manufacturer and brought out the necessity for the adoption of 
a different form of sales strategy thereafter. The Dearborn 
Stove Company had contracted for iron to fill the orders for 
stoves. To maintain its excellent record the company had to 
accept every ton of iron for which it had contracted, 

It was apparent that since the interests of the manufacturer 
and the retailer were identical, a greater degree of cooperation 
was necessary. Because the Dearborn Stove Company had 
shared the optimism of the retailers in 1920, it was responsible 
jointly with the retailers for the overstocks. By an unintelligent 
and overaggressive sales policy, without due regard to approach- 
ing conditions, the company had encouraged the retailers in fol- 
lowing a poor policy. 

The policy of advising the retailers not to overpurchase was 
likely to result in the immediate loss of sales if the retailer fol- 
lowed the manufacturer’s advice. There was also the possibility 
that competitors might sell to retailers whom the company had 
advised to reduce their orders. This objection, however, was 
minimized because of the cooperation that the company had 
established with its retail distributers. In most instances, its 
retailers were exclusive agents and did not carry directly com- 
peting products. It was also conceivable that the company might 
give the wrong advice and lose profit both for itself and for the 
retailer, but because of the broader knowledge of the manufac- 
turer obtained through its relations with many retailers, it ap- 
peared that the company’s advice was more likely to be correct 
than the judgment of the average individual retailer. It was 
expected drat a few distributers would be indifferent to the pro- 
posed policy and prefer to rely on their own judgment. There 
also was the objection that a negative effect was likely to be 
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produced on the sales force of the company through the adoption 
of the proposed merchandising plan. There might be difficulty 
in establishing cooperation between salesmen and retailers. 

In the practice of not overselling when prices were high or 
conditions unfavorable, the company strengthened its credit risk 
by safeguarding the sound position of the retailer. The friction 
that developed when the retailer was forced to cancel was elim- 
inated. It was the experience of the company that the distribu- 
ters were likely to become antagonistic when overstocked. The 
failure to make sales was often attributed to the characteristics 
of the product rather than to an ill-advised purchasing policy 
and adverse business conditions. After the adoption of the pro- 
posed policy the retailers no longer could say that the manufac- 
turer had forced them to buy. The manufacturer need not pur- 
chase iron at high prices for the orders which the retailer might 
cancel. 

The management of the Dearborn Stove Company decided 
that it should endeavor to judge conditions and advise the retail- 
ers with respect to their purchases and commitments accordingly. 
The policy was to be one of friendly cooperation, however, and 
it was not intended to convey the impression that the retailer was 
being told how to conduct his affairs. 

In 1923, about eight of the retailers to whom the company sold 
were located in towns where the purchasing power of the con- 
sumer was dependent upon the prosperity of the cotton manu- 
facturing industry. Because of wage disagreements, many of 
the workers had been idle frequently and had earned compara- 
tively little during the year. It appeared to the manufacturer 
that sales to the factory workers were to be low. In one town, 
the retailer normally had purchased about $15,000 worth of 
stoves annually. Because of the existing local conditions, the 
retailer was advised by the Dearborn Stove Company to reduce 
his purchases by about 25% in 1923. Similar suggestions were 
offered to the retailers in the seven or eight other towns and their 
cooperation was secured. While this particular example was 
illustrative only of local conditions, it was decided that the same 
merchandising plan should be followed with all retailers when 
business conditions indicated a general future decline in prices 
and in the purchasing power of the consumer. Up to August, 
1923, it had not been necessary to warn retailers against a pre- 
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cipitate fall in prices. In August, 1923, it was not apparent to 
the management of the Dearborn Stove Company that prices were 
likely to move downward to any appreciable extent during the 
remainder of the year. 

17. THOMPSON REFINERIES, INCORPORATED — ^ENFORCEMENT OF 

customers’ contracts 

Thompson Refineries, Incorporated, refined about one-quarter 
of the sugar used in the United States. In May, 1920, contracts 
were made with its customers on a basis of 2234 cents per pound 
for granulated sugar to be delivered between August and the end 
of the year. After the sudden decline in prices, during the sum- 
mer of 1920, attempts were made by customers to cancel or 
repudiate their May contracts. Thompson Refineries, Incorpo- 
rated, had purchased a supply of raw sugar in order to fulfil its 
contracts. Confronted with a large inventory loss that might 
prove disastrous if customers did not meet their obligations, the 
management considered the adoption of a policy of strict enforce- 
ment of all contracts by recourse to the courts when necessary. 

It was not the usual policy to sell for more than 30 days’ 
deferred delivery. The primary reason for departure from this 
policy in May was the insistent demand from the trade for 
definite assurance of a supply of sugar for the remainder of the 
year. An abnormal demand was stimulated by the shortages of 
the previous three years, uncertainty of the continuance of gov- 
ernmental control of the industry, export requirements, a flood 
of statistical reports, legislation, prophecies, and strikes. The 
public demanded sugar in any form, at any price, in any quan- 
tity, and for any delivery. Householders, retail and wholesale 
merchants, manufacturers, and speculators joined in an attempt 
to secure sugar. The news of a partial crop failure in Cuba 
intensified the buying. Crop estimates were reduced repeatedly, 
and in May the difference between the highest original estimate 
and the lowest revised estimate represented a loss of about 1,000,- 
000 tons. With a world shortage and large sales to Europe from 
Cuba, the partial crop failure in Cuba created an unfavorable 
outlook for the sugar supply in the United States. In April the 
demand, regardless of price, was beyond any apparent possibility 
of supply from the usual refining sources. 
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As one of the largest merchandising units in the refining indus- 
try, Thompson Refineries, Incorporated, had recognized its 
obligation to furnish its customers with a supply of raw sugar 
adequate for their needs, as determined by former purchases. 
Accordingly, it had bought raw sugar from additional sources, 
principally from Java. The prices, which averaged approxi- 
mately 19 cents per pound, were substantially lower than prevail- 
ing Cuban prices, and from 5 to 10 cents below the subsequent 
asking price of the Cuban planters’ pool. On May 24, 1920, 
these purchases were offered to customers at a uniform price of 
22j4 cents per pound, less 2% cash discount, for delivery in the 
month in which the sugar arrived. This price was from 134 cents 
to 334 cents per pound lower than the competitive prices of refined 
sugar for similar deliveries which prevailed at that time. The 
public and manufacturers, thus, were assured of a supply at 
prices below the prevailing market for prompt deliveries. Cus- 
tomers quickly took the tenders of sugar, and in most instances 
it was necessary to accept orders for less sugar than the quantity 
asked. 

Ordinarily purchases were made only from the refiners. That 
year, under the stimulus of unprecedented demand and probable 
shortage, this policy was abandoned by the manufacturers and 
grocers; purchases in excess of the needs of the country were 
made directly from foreign producers in South America, Europe, 
the West Indies, and the Far East to arrive during the last six 
months of the year. Sugar which had not been included in the 
statistics of the world’s supply and supposedly had been con- 
sumed was to be found in the warehouses of manufacturers and 
wholesale grocers. It had been secured from points as remote 
as the interior of China. 

Much of this sugar from abroad was unfit for household or 
canning use. Part of it was dark, and required additional refin- 

'Sugar came to the United States from nearly 50 countries. In the single month 
of July, 587,000 tons of sugar reached domestic ports. When the figures for 
imports of both raw and refined sugar for 1920 were available, it showed the 
unprecedented total of 4,460,166 tons, as compared with 3,976,331 tons in 1919, 
and 3,115,143 tons in 1918. In 1920, 14.24% of the sugar consumed in the United 
States was secured from sources not included in figures of imports from countries 
which regularly furnished the supply of raw sugar, as compared with .83% in 
1921, and ,87% in 1922. The vast and numerous commitments by the trade, aside 
from the commitments placed with the refiners, could not have been foreseen. No 
statistical means for recording them were available. In many instances they were 
concealed. 
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mg. Most of the purchases were under confirmed letters of 
credit. Payment became difficult, and the resales which were 
attempted hastened the collapse of prices. Under the pressure 
of these sales, the market weakened and broke in August; the 
most violent price decline ever recorded in sugar followed. Cus- 
tomers were as anxious to cancel or repudiate contracts as they 
had been to secure them. On August 24, Thompson Refineries, 
Incorporated, withdrew from the market and employed its facili- 
ties in the completion of the contracts already made. 

The company honored all its contracts for the purchase of raw 
sugar in order to permit the fulfilment of its obligations to cus- 
tomers, and therefore was justified, the management believed, in 
requiring its customers to fulfil their contracts. Both parties to 
the contracts had acted in good faith when orders were placed. 
The company possessed an order blank for each sale, signed by 
the buyer or his agent, which specified the quantity and the price. 
In each case confirmation of the order had been sent. Hence an 
adequate legal basis existed from which favorable judgment could 
be expected, if it was advisable to sue for damages when con- 
tracts were broken. To allow cancelations was an injustice to 
other customers who completed their contracts in spite of heavy 
losses. Collection of damages reduced the company’s loss from 
the decreased value of inventory. Because of the prevalence of 
cancelations in the fall of 1920, a policy of strict enforcement 
adopted by one of the leading companies in the sugar industry 
emphasized the inviolability of contracts and aided ip the stabili- 
zation of conditions in other industries. 

Although further business relations with a few of the custom- 
ers who attempted to repudiate contracts were not desired, the 
most serious objection to the enforcement of contracts was the 
loss of good-will. Another obstacle to enforcement of contracts 
was the weakened financial condition of many customers, who 
were unable to pay for deliveries under contracts. A suit might 
force a portion of these into bankruptcy. This difficulty could 
be obviated by extension of time of payment. The management 
decided, accordingly, to enforce all contracts and to resort to 
suits at law for damages in instances where delivery of sugar was 
refused. 

The following letters were sent to the company’s 25,000 
customers. 
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October 13, 1920 

To Our Customers: 

In view of the recent very serious decline in sugar prices, we recognize 
the difficulty of the situation now confronting many of you who have 
unfilled contracts for refined sugar purchased from us at 2 214 cents per 
pound. We, however, are in the same situation, for we have purchased 
raw sugars at correspondingly high prices to fill your contracts. In 
addition, we have to face large losses on our own unsold inventory, also 
purchased at high prices. We are obliged, therefore, to ask you to carry 
out your contracts with us promptly. 

We desire, however, to be of as much service to you as possible in 
this crisis, and accordingly we are offering the following plan which we 
believe will be helpful to the trade and will meet with its approval. To 
those of you who have not been in a position to withdraw all sugars 
upon your outstanding contracts, we offer, in the manner herein stated, 
delayed shipment and terms of payment for such sugars as are not yet 
withdrawn, in lieu of the present contract terms. 

We make this offer to you so that as you require sugars for your 
needs you may send your specifications upon contracts which you now 
have with us, and may make settlement for the same upon the following 
terms of payment and of shipment: 

You may Kttle for each invoice — after deducting the usual cash 
discount at 2% — on part cash and part trade acceptance basis; 
the cash payment is to be equal to our f.o.b. refinery price in force 
at the opening on the day of shipment; in the event that we are 
withdrawn from the market, the cash payment is to be equal to 
the “market quotation net cash duty paid” for granulated sugar as 
given by Willett & Gray in their daily Sugar Trade Journal issued 
on date of shipment. Such cash payment is to be remitted for 
within seven days after the arrival of the sugar, except that in the 
case of customers to whom we ordinarily make delivery on a cash 
basis, then the part cash payment is to be made as usual upon 
delivery of the sugar. For the balance of the invoice you may 
give us your trade acceptances, bearing interest at the rate of 6% 
per annum, payable as follows: 

25% in three months 
25% in six months 
25% in nine months 
25% in twelve months 

If you desire to avail yourself of this offer you will be expected to 
fumidi your specifications and complete one-half of your withdrawals 
upon your present outstanding contracts by January i, 1921, and the 
balance prior to April i, 1921. 

These terms will not apply to any new sales of refined sugar, nor to 
invoices bearing date prior to October 14, 1920. 

Unless this offer is accepted, all of the terms of your contracts as 
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entered into will remain in full force and effect. You will appreciate 
that this offer cannot remain open indefinitely and, accordingly, we 
would request that you notify us, at your earliest convenience, if you 
desire to avail yourself of the terms of this offer. In the meantime the 
offer is made subject to withdrawal as to any customer without further 
notice. 

Thompson Refineries, Inc. 

General Sales Manager 


December 34, 1920 

On October 13, 1920, we sent to you a letter, copy of which is 
enclosed, offering a plan permitting of delayed shipment and deferred 
terms of payment in lieu of your contract terms previously entered into 
for the purchase by you of certain quantities of refined sugar as therein 
stated. The making of this offer required us to finance your withdrawals 
upon your present outstanding contracts for a period of one year. 
Similar offers have been accepted by a great many of our customers. 

We then advised you that this offer could not remain open indefinitely, 
but requested you to notify us at your earliest convenience if you 
desired to avail yourself of the terms or your contracts as previously 
entered into would remain in full force and effect. 

Accordingly, it will be necessary for you to notify us on or before 
January i, 1921, whether or not you wish to take advantage of the 
terms of this offer. 

Yours very truly, 

Thompson Refineries, Inc. 

General Sales Manager 


February 4, 1921 

Dear Sirs: 

During the past four months, unwarranted statements have been 
made relative to our original motives, our subsequent action, and our 
present position in connection with the 22j4-cent sugar contracts entered 
into by us with our customers during May, June, and July, 1920. 

We wish, therefore, to make a clear statement to you and to our oAer 
customers with whom we have had such cordial and satisfactory relations 
in the past. 

During the spring of 1920, there was a severe sugar shortage, the 
effect of which was augmented by continual predictions of a greater 
shortage to come. An unprecedented volume of exports and of “toll" 
business was offered this company, sufficient to take up a large part of 
its annual capacity. In view of the fact that the shelves of the country 
were bare, this company did not accept export business, either direct or 
on “toll” contracts with the producers, holding its entire capacity for 
domestic customers. 

This company, as a matter of principle, does not sell sugar short and 
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did not sell short during this period. We had purchased and had to 
arrive at all times more raw sugar than we had sold in the form of 
refined. In fact, after all the 2 2j^-cent contracts had been made, we 
had left many thousands of tons of high-priced raws, on which our loss 
has been large. 

While, heretofore, it has not been our policy to sell for long timn 
delivery, our primary reason for departure from this policy in May, 
1920, was the insistent demand of the trade for a definite assurance of 
a supply of sugar during the next six months. 

Our customers eagerly took all the sugar which we offered and clam- 
ored for more. Whatever some of them may now seemingly persuade 
themselves, under the stimulus of financial necessity, they know at 
heart that they regarded these sugars as their property, which we had 
sold to them and for which they had agreed to pay. 

Had the market gone the other way, our customers would have prop- 
erly insisted on our performance of our obligation, and we would have 
fulfilled that obligation. 

We are glad to say that the greater part of our customers have stood 
by their contracts and have taken, or are taking, the sugar as agreed. 

Some, however, have repudiated their contracts. 

Our customers who have fulfilled their contracts have repeatedly 
urged that it would be manifestly unfair to them for us to compromise 
with their competitors. 

The commercial world stands unalterably for the inviolability of con- 
tracts. We have taken and paid for our raw sugar and we expect our 
customers with whom we have contracts to take the refined sugar and to 
pay for it. 

Where a buyer recognizes his obligations but is not financially in posi- 
tion to take the loss incident to its completion and can satisfy us by a 
complete disclosure of his affairs that such is the case, we will endeavor 
to effect an arrangement with him which will enable him to take the 
sugar and to spread the payments over an extended period. 

In cases, however, where we are convinced that the attitude of the 
buyer is prompted by a desire to escape his obligation by taldng advan- 
tage of technicalities, alleged promises or representations of our officers, 
or similar excuses, in such cases, both for our own protection and for the 
protection of our customers who have fulfilled their contracts, we expect 
to exhaust all remedies which the law affords to enforce the contracts.' 

To this end we have already begun suits. A number of others are 
in the hands of our attorneys in course of preparation. 

This letter goes to all our customers. If you are one of those who so 
far have not recognized their obligation under these contracts, we trust 
that this letter will present the matter to you in a new light. 

If, on the other hand, you are one of those who have fulfilled their 
contracts, we hope we may enlist your support in our effort to preserve 
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the sanctity of contracts, without which the business of the country can- 
not be conducted. 

Very truly yours, 

Thompson Refineries, Inc. 

Vice-President 

Of the total amount of contract sales, 15% was repudiated, 
involving $20,000,000. In order to enforce all disputed con- 
tracts, 1,000 suits were instituted. A few cases were settled out 
of court, after suit was brought. Contracts with the larger cus- 
tomers were prosecuted first, in order to set an example for 
smaller contracts. Damages in one case were $300,000. The 
management extended every aid to customers who recognized 
their obligations, but allowed no exceptions and brought suit 
against all who repudiated contracts. 

In May, 1923, the president summarized the company’s 
position as follows: 

1. The contracts in question were made in good faith, and will be 
enforced in justice to our stoclcholders and in justice to the great body of 
our customers who met their engagements to this company in equal good 
faith. 

2. In our letters to the trade of October 13, 1920, and February 4, 
1921, we proposed various plans of deferred deliveries and deferred pay- 
ments, and thus undertook to finance our customers for considerable 
periods in order to assist them in accepting and paying for their contract 
sugars. Arrangements effected under these plans are still being carried 
out in a large number of cases by customers who recognized the binding 
character of their contracts for the purchase of sugar. 

3. Where a customer recognizes his obligation, but is not financially 
able to assume the loss incident to accepting and paying for all of the 
sugar at once, and can satisfy us by a complete disclosure of his affairs 
that such is the case, we still will endeavor to effect an arrangement with 
him which will enable him to meet the obligation over an extended 
period. It is our hope that all customers still obligated under these 1920 
contracts may yet be induced to satisfy their obligations to us without 
the necessity of protracted litigation. 

4. In every case, however, where we are convinced that the attitude 
of the customer is prompted by a desire to escape his obligations, we 
expect to exhaust all remedies which the law affords to enforce the 
contract. 

5. We ask the support of all of our customers in our effort to uphold 
the sanctity of contracts, on which the stability of business must con- 
tinue to depend. 
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l8. RANDOLPH SHOE AND LEATHER COMPANY — SUIT AGAINST 
CUSTOMERS WHO CANCELED ORDERS IN I920 

The Randolph Shoe and Leather Company manufactured 
medium-priced men’s shoes which it distributed under its own 
brand to retail shoe stores throughout the United States. Early 
in 1920 its salesmen took orders from customers for quantities of 
shoes exceeding in value and in size the orders for any preceding 
season. For about a year prior to May, 1920, shoe factories in 
all sections of the country had been operating at high production 
levels and there had been a consequent accumulation of stock 
on the shelves of retail stores. Shoe retailers had experienced 
several profitable seasons and had been unwilling to prevent the 
slow accumulation of stocks, for there was a pronounced ten- 
dency on the part of retailers to assume that the larger their 
stock the greater the profits they were able to make. 

Immediately prior to May, 1920, prices were the highest 
ever known, both for raw materials and for finished shoes. The 
Randolph Shoe and Leather Company had foreseen for several 
months that a drastic decline in retail and wholesale prices was 
probable. The salesmen of the company were instructed to 
take orders only for immediate requirements and not to accept 
orders for future delivery. Customers were advised by the com- 
pany to cut down their orders and also their stocks of shoes. 
The salesmen discovered, however, that retailers were confident 
of a continuation of prosperity and purchased in as large quan- 
tities as their credit standing would permit. The salesmen were 
influenced by the prevailing optimism among retailers, and did 
not follow the instruction of the executives. Retailers were so 
shortsighted that they purchased in excessive quantities, even 
after the first signs of the approaching deflation appeared, and 
refused to be guided by the advice of the company. 

In May, 1920, shoe retailers were discovering that consumers 
were unwilling to purchase shoes at the prevailing high prices. 
Shoe retailers were forced to follow every available expedient, 
in order to secure enough cash to pay their maturing bills. Regu- 
lar models were offered at reduced prices, and old styles and odd 
lots were put on special sale at prices far below their original 
cost. On account of the “buyers’ strike” which continued, how- 
ever, it proved to be difficult to sell shoes at the reduced prices. 
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Under these conditions the retailers sent in cancelations of 
orders at a rate which indicated that fully 90% of the company’s 
total sales for the season were certain to be affected. In numer- 
ous instances, when retailers had large stocks of shoes which 
they were unable to sell, instead of paying for these stocks, they 
met the maturing obligations by returning the shoes themselves. 
The reasons usually given were that the shoes arrived too late or 
did not fulfil the specifications in respect to color, style, and 
quality. If the company questioned the validity of these reasons, 
the retailers stated that they no longer wanted the shoes. Since 
the company was receiving mail cancelations on unfilled orders 
and returns of rejected shoes, the president was urged by the 
junior executives to adopt a policy of refusing to recognize can- 
celations and of forcing customers by lawsuits to honor their 
contracts. 

The president realized that these officials were sincere in their 
attitude. The situation had a demoralizing effect on the execu- 
tives in charge of purchasing, planning, production, and sales. 
They were discouraged, when nearly all the orders which had 
been secured and filled were canceled by customers with inade- 
quate excuses or no excuses at all. If the company permitted 
this condition to continue without definite attempts to correct 
it, the morale of the entire organization was likely to be harmed. 
To these executives it seemed conclusive that the company should 
have recourse to the law courts to secure redress. 

It appeared to the president that the company had just 
grounds for taking legal action against its customers, and he 
was confident of favorable verdicts in all cases which might be 
brought to trial. On the other hand, he knew from experience 
that satisfactory business relations could not be built up with 
lawsuits as a foundation. 

The expense and time involved in conducting lawsuits also 
had to be considered. It was necessary to establish specific 
losses in each case before a suit for recovery could be instituted. 
In other words, the returned shoes had to be sold and the dif- 
ference between the actual selling price and the original price 
had to be proved. Analysis of the company’s accounts showed 
that practically all the cancelations had been received from 
customers whose individual orders ranged from $500 to $1,500. 
Because of the small amounts involved in individual cases, the 
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cost of the lawsuits was certain to be an excessive proportion of 
the amount recovered. 

In formulating his opinion the president also weighed the fact 
that, if no prosecutions were undertaken by the company, all 
its customers subsequently might decide that they could cancel 
future orders with impunity. This assumption might cause 
them to place excessive orders at a later time, and thus encounter 
the same conditions of overexpansion. Customers might consider 
lawsuits, however, an unfair means of securing an advantage 
when conditions uniformly made it difficult or impossible for 
them to fulfil their obligations. The majority of the company’s 
customers were certain to look upon court proceedings under- 
taken during a period of wide-spread depression as being entirely 
different from similar proceedings undertaken during normal 
periods to enforce the company’s rights in the usual routine of 
business. Such an attitude on the part of retailers would be detri- 
mental to a company’s future sales. 

The president concluded that suits should be instigated against 
a few of the most flagrant offenders. In this way the company 
should secure, at minimum expense, the benefit of test cases use- 
ful in pointing out to customers its legal rights under these cir- 
cumstances. A few cases of prosecution were not expected to 
affect adversely the good-will of the majority of the company’s 
customers but rather to show them the need of more cautious 
purchasing in the future. They also would demonstrate in a 
significant way to the junior executives the high cost of the 
proceedings in relation to the benefits secured. 

Following this decision, three customers were sued for losses 
caused by cancelations of their orders, and in each case the 
company eventually secured a favorable verdict. One suit, which 
was appealed, was for $700, and cost in the end approximately 
$1,600. Another, for a loss of $400, involved costs to the 
company of $900. Each one was subjected to many delays, 
and several executives were required to make three or four 
trips to the court to testify. By the time these cases were 
settled, the junior executives had the satisfaction of knowing 
that the company was in the right, but that it was useless to 
have recourse to the law courts for small losses. They were 
encouraged by the favorable verdicts, but had had enough of 
court proceedings to realize that the losses resulting from can- 
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Gelations would have to be borne by the company. The presi- 
dent concluded, furthermore, that the outcome of the suits had 
had the desired effect upon the customers. Early in 1923, when 
orders for the fall trade again reached a high point, each cus- 
tomer was notified that the company did not want any orders 
which the customer did not intend to accept. In previous years 
numerous shoe retailers had canceled orders whenever the price 
of leather dropped even slightly. In the summer of 1923, how- 
ever, although the price of leather had dropped materially below 
the price in February of that year, the company had no difficulty 
from cancelations by its customers. 

19. THE HARRISON STEEL CORPORATION — CANCELATION 
OF TONNAGE CONTRACT' 

Early in August, 1920, the Harrison Steel Corporation re- 
ceived a request for cancelation of a tonnage contract from the 
Tyler Warehousing Corporation, one of its largest customers. 
A long-sustained period of prosperity and high prices was just 
ending, and the steel industry was beginning to feel the depres- 
sion which had already become evident in some other businesses. 
For the preceding 18 months there had been a steady demand 
for steel and a continual rise in prices. As a result there had 
been practically no cases of cancelation of orders by customers. 
In fact, customers who ordered on the tonnage basis to resell 
had fallen into the habit of placing their orders with several 
steel manufacturers for perhaps three times the amount of steel 
that they expected to need, in order to obtain sufficiently prompt 
deliveries from some source to satisfy their own customers. 

This contract which the Tyler Warehousing Corporation 
wished to cancel was dated May 10, 1920, and called for the 
delivery of 500 tons of structural shapes monthly for a period 
of six months. The specifications for the shapes, under the 
terms of the contract, were to be given by the purchaser each 
month in anticipation of delivery six weeks later. Two of these 
monthly instalments had been shipped by the Harrison Steel 
Corporation and accepted by the lyier Warehousing Corpora- 
tion. The third instalment was in process of manufacture 
under the specifications. The Tyler Corporation was ready to 

’^Harvard Business Review, vol. 2, p. 238; based on Copeland, p. 272. 
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receive this third instalment, but requested that the remaining 
three shipments be canceled because of lack of orders on the 
company’s books. 

In the steel trade there are two types of orders. The first 
type is given by customers with a definite project in view, re- 
quiring a definite product. The amount of the order, the date 
of delivery, and the specifications for the steel are all given at 
the time of ordering. The second type of orders, called tonnage 
contracts, is usually given by jobbers and warehousemen who 
expect to resell the steel, but do not at the time know in just 
what form it is wanted. Therefore, these orders include only a 
contract to take a certain number of tons to be delivered in instal- 
ments at stated intervals, for which the specifications will be 
presented to the steel company a certain time before the delivery 
date. 

In addition to these major forms of contract, there was for- 
merly used the “scale contract,” which was an agreement to buy 
and sell a given amount of steel, the price to be periodically 
changed in accordance with the price of some commodity enter- 
ing into the steel. This contract is now very rarely used in the 
steel industry. 

It is with the second type of orders that most of the cancel- 
ation trouble arises, for it has become customary for steel manu- 
facturers to accept cancelations of these contracts,^ if it is done 
before giving specifications for manufacture. The basis for this 
development is that the manufacturer cannot begin to make steel 
until he has received specifications. This custom is, however, a 
considerable burden on the manufacturer. Not only is he held 
to the contract price on deliveries in case the price rises, but if 
the price falls he must cancel the order on the request of the 
buyer. Thus he cannot gain the benefit of a rising market, nor 
is he protected on a falling market. The buyers cannot be given 
the entire blame,® for the manufacturers have been said to be 
somewhat at fault in the past. First, because some manufac- 
turers have sold without regard for their ability to deliver. Sec- 

'It is conceivable that the courts may at some future time allow the custom of 
cancelation (if continued) to be read into the contract (Cf. WiUiston, on Contracts, 
Sec. 653). To date this has not been done. In other respects the tonnage contract 
is recognized as a valid, binding contract. 

‘Iron Age, January 15, 1914, page 213. Editorial. 
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ondly, it is the opinion of some steel men that the custom of 
guaranteeing prices against a decline, which arose a few years 
ago when the trade was somewhat disorganized by the consolida- 
tions, and buyers were of the opinion that prices were moved up 
or down as the United States Steel Corporation wished, was 
originally a chief cause of the tacit permission to cancel in case 
of a drop in prices. 

Since the decision in this case was likely to form the basis for 
a precedent for the Harrison Steel Corporation, it had to be 
given careful consideration and analysis. The chief advantage 
of refusing cancelation seemed to be that it would give a basis for 
the establishment of a firm policy of refusing to cancel tonnage 
contracts. This would relieve the manufacturer of the difficul- 
ties previously outlined, and give the corporation a certain 
amount of protection against excessive loss because of a price 
drop. This would be of particular advantage to the internal 
management of the company because the size of the labor force 
and amount of overhead to be incurred over a period of time 
is decided chiefly on the volume of unfilled orders on the books. 
Thus if the contracts were binding an immediate upset in care- 
fully laid production plans would not be imminent whenever 
prices tended to decline. 

On the other hand, had it refused to cancel the remainder of 
the contract, the Harrison Steel Corporation would have run 
counter to the rather well-established custom of the trade. If 
cancelation were allowed in this case, other customers could not 
consistently be refused. The function of the Tyler Warehousing 
Corporation and similar customers, who bought on a tonnage 
contract for future resale, was to carry standard structural shapes 
for immediate delivery on small shipment. Neither of these 
functions could be adequately carried on by the steel manufac- 
turer, yet they were necessary. In case of a refusal to cancel, 
these customers would be loaded with steel which they could not 
dispose of. Financial difficulties would possibly result. Finally, 
there was the fact to be considered, that, by refusing cancelation, 
the Harrison Steel Corporation would incur a considerable 
amount of ill-will from its customers and, under severe competi- 
tive conditions, would be likely to lose many of them. The Tyler 
Company was one of a group of these desirable customers. 

One method to meet the situation would be that of the United 
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States Steel Corporation just previous to this period. Through 
various economic services and its own statistical forecasts, this 
company in 1920 concluded that the exceedingly good business of 
the preceding years could not be expected to last. It therefore 
established a policy of maintaining relatively low prices, accept- 
ing only those contracts which were for definite projects and for 
which the specifications were given at the time of ordering. Thus, 
although it lost some orders of those customers who wanted 
prompt deliveries, and were willing to pay high prices, the com- 
pany received orders from people who were fundamentally sound 
and were ordering for use rather than for resale and speculation. 
Its record of cancelations in the crisis period was thus much lower 
than that of the independents who accepted the unsound and 
“pyramided” orders. It has further been suggested that a 
shortening of the contract period would decrease the elements 
of speculation and overordering, the cause of most of the trouble. 
Both of these last suggestions, however, would have to be put 
into effect in advance of a period of stress. 

20. HENSHAW BREAKFAST FOOD COMPANY — REFUSAL TO ACCEPT 
ORDERS FROM RETAILERS IN I920 IN EXCESS OF THEIR 
IMMEDIATE NEEDS 

In the latter part of 1919, as the result of the advance in prices 
of the products manufactured by the Henshaw Breakfast Food 
Company, the amount of credit allowed to retailers had been in- 
creased. If the existing credit limits had been maintained, the 
quantity of goods which the retailer was allowed to buy on open 
account would have been decreased. In the first months of 1920, 
it was suggested by several of the executives of the company that 
the sales department should instruct its salesmen not to accept 
orders from retailers in excess of the quantity normally pur- 
chased by them. As a result of the existing prosperous business 
conditions and the rapid increase in prices, retailers were buying 
in advance of requirements in order to insure for themselves a 
sufficient supply of goods at all times, and in order to make a 
speculative profit on the products purchased. 

The Henshaw Breakfast Food Company manufactured several 
varieties of factory-cooked breakfast foods. All these cereals were 
made of the best materials obtainable and were believed by the 
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executives of the Henshaw Breakfast Food Company to be of a 
quality superior to other breakfast foods on the market. Because 
of the greater costs of manufacture, the prices quoted necessarily 
were higher than the prices of competitive products. 

The company maintained branches in large cities in all parts 
of the United States and sold directly to retailers. In a few dis- 
tant territories the products were sold to wholesalers, but these 
were exceptions to the general policy followed by the company. 
Salesmen were in the employ of the individual branches and did 
not report to the home office of the company. Each branch main- 
tained its own stocks and made deliveries by truck to retailers in 
the neighboring territory. Urban retailers were visited by sales- 
men once a week. Suburban and rural customers were visited 
less frequently but at least once a month. The average order from 
retailers varied from $s to $50. 

It had been the general policy of the company to allow a liberal 
margin of profit and to aid retailers in every manner possible in 
selling the company’s products. National advertising was con- 
ducted on an extensive scale in order to create a consumer de- 
mand. This advertising aimed to create consumer acceptance, 
that is, to familiarize consumers with the Henshaw name. This 
was in contrast to the policy of some of the company’s competitors, 
whose advertising was designed to create insistence on the part of 
the consumer for their product. Missionary salesmen were em- 
ployed by the company to visit the retailers from three to six 
times a year and furnish them with such help as they desired. Free 
window displays were distributed and advice as to their most ef- 
fective arrangement was given. These salesmen also advised in 
regard to accounting methods, purchasing policies, and arrange- 
ment of stocks. The company’s regular salesmen arranged with 
each retailer to give free samples of Henshaw products twice a 
year to the retailer’s customers. They set up a table and served 
the store’s visitors the different cereals with cream and sugar. 
This policy resulted both in useful advertising of the Henshaw 
products and in creating good-will between the retailer and his 
customers. 

A rigid credit policy was laid down by the home sales office to 
be followed by all branches. Retailers were allowed a maximum 
amount of credit depending upon the ratings given them by a com- 
mercial credit agency. Special provisions were made for retailers 
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who were commencing business. No branches or salesmen were 
allowed to give credit in excess of these amounts. 

The executives at the home office, who suggested to the sales 
department that the size of retailers’ orders be restricted, main- 
tained that the policy would prevent overstocking on the part of 
retailers. They stated that the existing prosperous business con- 
ditions could not continue permanently and that such a policy, 
therefore, would reduce the number of cancelations and the 
amount of bad debt losses when depression occurred. Further- 
more, when prices declined, the retailers’ losses would be less if 
their stocks were small. The perishable nature of the company’s 
products made such a policy especially necessary. It was im- 
portant that consumers purchase the food when fresh, and that 
the containers should not become soiled and bruised as they 
did if the products were kept in stock over a period of time. Since 
deliveries were made by truck from the branches, the retailers’ 
needs could be met promptly at all times. 

On the other hand, such a policy might incur the ill will of the 
retailers, who desired to be sure of having adequate stocks at all 
times and also wished to protect themselves against price ad- 
vances. If the Henshaw Breakfast Food Company refused to sell 
as large a quantity of its products as the retailer desired to buy, 
it was possible that competitors of the company might increase 
their sales at the expense of the Henshaw Breakfast Food Com- 
pany. 

The sales department decided to restrict the orders accepted 
from retailers to the quantity that could be used during the period 
between the salesmen’s calls. This information was sent to the 
branches, which, in turn, were to give definite instructions to each 
salesman. A retailer was to estimate the quantity of the com- 
pany’s products that could be sold before the salesman called 
again. If the salesman found upon his second call that the retailer 
still had a large quantity of products on hand, he was to restrict 
accordingly the size of subsequent orders. Although the sales 
force was given definite instructions regarding this policy, its 
application to individual customers was to be left to the judg- 
ment of each salesman. 

The executives of the Henshaw Breakfast Food Company re- 
ported that the policy had been extremely successful; little oppo- 
sition had been met on the part of the retailers, and the salesmen 



DISTRIBUTION PROBLEMS 


were able to convince those retailers who did protest that the 
policy was for their own good. In the latter part of 1920 and 
during 1921, the company’s cancelations were inconsequential; 
the retailers’ losses when the Henshaw Breakfast Food Com- 
pany reduced its prices were small. Consumers always had re- 
ceived fresh products in perfect containers. 

21. LACEY AND COMPANY — PARTICIPATION IN FOREIGN 
TRADE FOLLOWING THE ARMISTICE 

Lacey and Company manufactured insulated copper wire and 
cable used for electrical purposes. The product varied from 
small insulated wire intended for portable lamps to heavy triple- 
armored ocean cable. The company’s annual sales were about 
$4,300,000, which included $350,000 export. In its early 
development the company exported little, but during the World 
War it began receiving a larger number of foreign orders. At 
first shipments were always accepted and paid for promptly by 
the foreign customers, but in 1920 and 1921 the company had 
some difficulty in securing acceptance and payment for the goods, 
after they had been shipped. 

Usually foreign orders of the company were handled through 
a New York bank having branches in the country to which the 
goods were being sent. In most cases a 60-day or 90-day draft 
accompanied the documents. As long as the exchange rates re- 
mained at or close to par, these drafts were not only accepted 
by the foreign buyers, but paid promptly. When the exchange 
of most of the foreign countries was at a discount, however, and 
a general business depression had set in, the foreign buyers had 
more and more difficulty in meeting their bills and in several in- 
stances either the goods were not accepted upon arrival or the 
drafts were not paid after they had been accepted. 

For two or three years a Belgian firm had been buying electric 
wire and cable from Lacey and Company. This customer al- 
ways had honored its drafts. In the spring of 1920 it gave the 
company orders for $14,000 worth of high-grade wire. Elaborate 
tests were required and the plant was put to considerable expense 
to fill the order. On July ii, when two-thirds of the order had 
been packed in cases and was ready for shipment, Lacey and 
Company received a cablegram asking if immediate shipment 
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was to be made. The company replied in the affirmative and the 
entire shipment was sent off two days later. On July 20, another 
cablegram arrived canceling the order. Since the wire was man- 
ufactured according to foreign standards, it was of no value in, 
the domestic market. The company was unable to find another 
foreign purchaser and in December, 1921, the wire was still in 
storage in Brussels. 

A slightly different situation occurred in Portugal a few 
months later when payment was refused on $13,000 worth of 
wire which had been ordered by the firm of Moro Gomezetto. 
This firm previously had paid its bills promptly, but when the 
rate of exchange went against it, although it received the wire 
and accepted the draft, it failed to make payment, when the 
draft Was due. 

These instances were more or less typical of what had occurred 
on a number of foreign shipments. Although cancelations also 
had occurred in the domestic market, they were not complicated 
by heavy ocean freight rates. The credit department, which had 
not foreseen the effects of the business depression on its foreign 
customers, laid the blame on unfavorable rates of exchange. 
At the end of 1921, Lacey and Company had thousands of dol- 
lars’ worth of wire, manufactured according to foreign standards, 
stored in warehouses in foreign countries. On other lots of wire, 
which were in the possession of customers, the firm held drafts 
which had been dishonored. For these reasons the company was 
considering the advisability of discontinuing its foreign trade. 

In the United States it was possible to turn over such cases 
to an attorney to secure some form of adjustment. In foreign 
countries, however, when a resort was made to litigation, Lacey 
and Company feared that the native lawyers would sympathize 
with their fellow countrymen and that the court decision would 
go against an American firm. 

Several times the company reshipped lots of wire to other 
countries having the same standards for electric cables. Almost 
every time, however, the rate of exchange was against the 
United States and in only three instances was the company able 
to dispose of its product even at a 30% reduction in price after 
paying additional freight rates and storage charges. 

The management was convinced that if the company should 
decide to continue its foreign trade, it must discontinue all ex- 
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porting until the rates of exchange were more favorable. Once 
these rates returned to par, the shipments being held in foreign 
countries could be disposed of at a price somewhere near the 
cost of manufacture. This step would require the payment of 
large sums of money for storage charges, however, and probably 
no profit could be realized on the sale of these goods. At the 
same time, such a policy would leave the field open to European 
competitors whose wage rates were lower than those in the 
United States. 

Lacey and Company originally manufactured electric wire and 
cable only for domestic trade; these sales were of sufficient 
volume to. enable it to maintain a profitable business without 
entering foreign markets. Its foreign sales had been but a small 
proportion of its total volume, and it never had considered them 
important enough to warrant the establishment of a sales force 
in the foreign field. 

Its export shipments had to be treated as special orders not 
only because of the use of the metric system in many European 
countries but also because of the different standards required or 
permitted by foreign laws. The Board of Fire Underwriters had 
laid down definite specifications for insulated wire used for elec- 
trical purposes in the United States. For example, on all Num- 
ber 14 copper wire s/32 of an inch insulation was required. The 
requirements were also definite as to what constituted satisfac- 
tory insulation and the size of wire required for specific loads. In 
most foreign countries, however, the requirements were less 
strict, and insulation of approximately 4/32 of an inch on Num- 
ber 14 copper wire was accepted as satisfactory. Consequently, 
if Lacey and Company continued to sell in foreign markets, it 
would have had to manufacture insulated wire according to 
these foreign specifications, for American standard wire was too 
high in price to enable the company to compete with foreign 
manufacturers. 

The company took the stand that it had not developed the 
domestic market to the greatest extent and that rather than waste 
time in nursing along a foreign field under the difficulties of 
unfavorable exchange rates and a business depression, it had 
better devote its efforts to building up sales in the United States. 
Lacey and Company therefore decided to give up its foreign 
trade. 
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22. GIBRALTAR SUSPENDER COMPANY — LENIENT CREDIT POLICY 
FOE FOREIGN CUSTOMERS DURING DEPRESSION 

In 1920, the Gibraltar Suspender Company had a well-estab- 
lished foreign market that had been built up over a period of 
more than 20 years. The company’s products had been sold in 
the past in practically every country of South America, Europe, 
and the East, but since the European market had been seriously 
depressed as a result of the war, the countries in South America 
constituted, in 1920, the company’s most important foreign 
market. The year 1920 was abnormal, inasmuch as the volume 
of foreign sales, which normally were about 20% of total sales, 
was slightly greater than the volume of sales in the United States. 
The period from 1919- 1920 was one of great activity in all manu- 
facturing and exporting businesses. Prices were abnormally high 
but continued to rise to still higher levels. 

In the summer of 1920, there was a serious deflation in prices. 
Retailers and wholesalers throughout the United States were 
overstocked with high-priced products, which it was difficult to 
sell even at prices less than cost. The wide-spread depression 
which ensued extended also to South America. Retailers there 
were overstocked with commodities which had accumulated after 
the beginning of the war. Inasmuch as transportation during 
and after the war had become increasingly difficult, the South 
American merchants had accepted all commodities which they 
had been able to secure and, consequently, the market had been 
flooded with products from the United States. 

During the period of declining prices in 1920, the Gibraltar 
Suspender Company had large shipments on the way to South 
America. The usual procedure with its foreign orders was that 
the products were placed in storage in the South American city 
from which they had been ordered; the bills of lading were sent 
to the bank with which the company had business relations; and 
a draft for the amount of the order was sent to the customer. 
When the customer paid the draft at the bank, he received the 
bills of lading, with which he obtained the articles from storage. 

Coincident with the decline in prices, the South American 
currencies depreciated sharply. Approximately 50% of the 
buyers of the company’s products were opposed to the acceptance 
of them at the previous high prices, and futhermore, objected to 
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the payment of the company’s drafts at the lower rate of ex- 
change. They said that shipments had been delayed for several 
months after their orders had been placed, and that the lack of 
prompt fulfilment of their orders had placed them in a difficult 
situation. Two courses of action were open to the company: to 
force as many as possible of the stored articles upon its customers 
at the original prices and to return to the United States the por- 
tion that was not accepted, or to attempt an adjustment of losses 
with its customers. 

There were several disadvantages to the first policy. There 
was, first, the loss of the transportation charges on all articles re- 
turned. In addition, since the domestic market was also in a 
depressed condition, there was no outlet for the products in the 
United States. There was danger, furthermore, of deterioration 
of the rubber in the products before the returned shipments were 
received, and there was, also, the probability of arousing antag- 
onism among customers, if the company attempted to force them 
to accept their orders at the previous high prices. Such a course 
involved loss of orders in the future, when market conditions 
improved. 

There were fewer disadvantages in the policy of making ad- 
justments for losses. The company expected to lose part of its 
payments. Although the amount of the sacrifice could not be 
determined in advance, it was probably less under this plan than 
under the first policy. There were advantages, furthermore, in 
the saving of transportation costs, of losses from deterioration, 
and of losses from a resale in the depressed domestic market. 
The company realized that because of the uncertainties of trans- 
portation, there had been unavoidable delays. It anticipated, 
moreover, the promotion of good-will among its customers by its 
acceptance of part of the burden caused by decreased prices and 
depreciated rates of exchanges. 

The company decided, since it had been responsible in many 
instances for delayed shipments, that it ought to share part of the 
losses caused by these delays. Where the buyers objected to the 
acceptance of their orders, the company, accordingly, agreed to 
share their losses, and offered to accept payment at a rate of ex- 
change more favorable for the customer. 

Each customer accepted this offer and came to an agreement 
with the company regarding the rate of exchange at which the 
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drafts should be paid. The rate of exchange was not the same 
for all customers, but was determined individually in each case 
where an allowance was made. The company then notified the 
banks to accept the pasmient of the drafts at the specified rates 
and to hold the foreign money until the company requested an 
exchange into currency of the United States. Arrangements of 
this kind were made with each customer who protested, and all 
drafts were honored. Each of these customers paid for the 
articles billed to him on the basis pre-arranged by the company 
and himself; the remainder, who had made no complaint, met 
their obligations without question in currency of the United 
States. The only total loss which the company sustained resulted 
from the bankruptcy of a customer in Porto Rico. 

The proceeds from these drafts were left in the banks until 
the exchange arose. It was possible to obtain a low rate of inter- 
est on these deposits. The company expected a rise in the ex- 
change when market conditions in South America improved. 
Since it was not in immediate need of the money, the payments in 
many cases were left in the banks for more than a year, during 
which the exchange was still low. In 1923, although the company 
had called for most of these payments, there were still a few held 
by the banks. 

23. BURBANK PAPER COMPANY — SHOULD A COMPANY EXPAND ITS 

EXPORT SALES AT THE SAME TIME AS ITS DOMESTIC SALES? 

When the Burbank Paper Company began the manufacture of 
crepe paper and similar novelties, all its sales were made in a 
territory within a radius of 200 miles from the factory. After 
the product became established in this area, the company ex- 
panded its factory and extended its sales efforts to cover the 
entire United States. Crop failures and business depression 
usually did not occur in all parts of the country at the same time. 
By enlarging its selling field, therefore, the company secured the 
advantage of equalizing losses from poor territories with gains 
from those territories in which business conditions were more 
prosperous. The volume of sales also was increased through 
appealing to a larger number of prospective purchasers. The 
advantages resulting from broadening its domestic market in- 
duced the company to enter foreign trade. In both the foreign 
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and domestic markets, it sold directly to retailers through its own 
salesmen. All prices were f.o.b. factory. 

The company planned its domestic sales requirements in 
advance. At the beginning of the year, the domestic sales depart- 
ment estimated the year’s requirements by months. On the first 
of each month, the managers of the production and sales depart- 
ments made a final adjustment of the schedule for the current 
month, approved the schedule for the next month, and tentatively 
modified the schedule for the third month. Foreign sales, how- 
ever, were not anticipated, as the export department was expected 
to take care of any surplus that existed in the domestic market, 
and it was difficult to estimate the sales in foreign markets which 
were being developed. 

In 1919, the orders for paper novelties in both the domestic 
and foreign markets were greater than the factory could supply. 
To avoid taking orders which could not be filled, it became nec- 
essary, therefore, to budget all sales. By that time, the company 
had established a branch in England and was selling its products 
in Egypt, India, China, Japan, Australia, and Latin America. 

Domestic production schedules could be modified if branch 
managers approved the requests of customers for special orders 
or for immediate deliveries. The foreign department, however, 
was allowed to exercise this privilege but rarely, as it was the 
aim of the company to introduce standard lines abroad as far as 
possible. The urge to grant special requests to foreign custom- 
ers, who were several thousand miles away from the factory, was 
not as great as the desire to satisfy customers in the domestic 
market. 

During the depression of 1921, when the Burbank Paper Com- 
pany was striving to secure enough sales to maintain the operation 
of its factory, the privilege of modifying its schedule by special 
orders was given to the export department. When prosperity 
returned in 1922, the company received so many special orders 
from both the foreign and domestic sales departments that filling 
standard orders frequently was delayed from three to six weeks. 
It was decided, therefore, to withdraw from the domestic sales 
department the right to modify the production schedule by 
accepting orders for special materials or immediate delivery. 
Recovery from the business depression was not so rapid in the 
foreign field; the rates of exchange in southern and central Europe 
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and South America were not favorable to American exports; and 
a month often elapsed between the sailing dates of vessels for a 
foreign port. For these reasons, the foreign department was 
allowed to continue to accept special orders and to receive 
priority when it was necessary to secure early shipment to 
synchronize with boat sailings. 

In 1921 foreign sales constituted roughly one-fifteenth of the 
total volume of the Burbank Paper Company. By the end of 
1922, its foreign sales had increased until they were one-tenth of 
a total volume of over $12,000,000. During the first five months 
of 1923, the domestic sales organization had sold the entire out- 
put of the factory allotted to it for that year. As a result of 
entering new territory, foreign sales expense was about 5% 
greater than domestic sales expense, but it was expected that 
this differential would decrease as the foreign sales became 
greater. Under these conditions, the Burbank Paper Company 
faced the issue of whether it should expand its existing export 
sales when the total output of its factory could readily be ab- 
sorbed by the domestic market. 

The Burbank Paper Company was convinced that in the long 
run it would be able to increase its volume of sales to a greater 
extent by continuing in foreign trade than if it confined its sales 
efforts to the domestic market. Consequently, it decided to de- 
velop its foreign sales on the same basis as its domestic sales. 

C. ADVERTISING AND THE BUSINESS CYCLE 

24, THE HAMiaCETT MANUFACTURING COMPANY — METHODS OF 
RELATING ADVERTISING TO THE BUSINESS CYCLE^ 

The Hammett Manufacturing Company, which is located on 
the outskirts of a large eastern city, manufactures an extensive 
line of paper products, including labels, jewelry boxes, tags, tis- 
sue paper, and paper articles for the holiday trade. For the 
purpose of control these products are classified into two main 
divisions — (i) the ultimate consumer line, consisting of mer- 
chandise sold to retailers for resale; (2) the industrial line, 
consisting of merchandise sold to large consumers for their own 
use. 

^Harvard Business Review, vol. 1, p. 378. 
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In the past the company has been faced with numerous produc- 
tion and distribution problems because of fluctuations in its 
volume of manufacture. To overcome these difficulties it has 
added lines from time to time, and it has established a committee 
to develop new merchandise for release in periods of depression. 
This latter plan has met with considerable success. In the case 
of tags, for example, it has been found that customers who would 
not buy ordinary tags were willing to buy tags with new and 
attractive designs. The company also has related its building 
program, purchasing and sales plans to the business cycle. In 
periods of prosperity building activity is curtailed, for costs of 
labor and material are high; purchases are made on a hand-to- 
mouth basis, although proper allowance is made for the produc- 
tion needs; and new salesmen are hired and trained. In periods 
of depression, on the other hand, building activity is carried on 
where advisable, for costs of labor and material are compara- 
tively low; purchases are made with less conservatism; and the 
salesmen who have been trained in the time of prosperity are 
sent out to obtain business. 

For many years the Hammett Manufacturing Company had 
been a small user of advertising space. In 1919, however, it 
felt that competition and the trend toward increased publicity 
justified the employment of advertising on a larger scale, and 
this in turn necessitated the adoption of definite advertising poli- 
cies. In this connection, the question arose as to when and in 
what amounts the advertising appropriation should be utilized. 
There appeared to be three alternatives; first, to advertise con- 
tinuously and, allowance being made for normal growth, to spend 
an equal amount each year; second, to advertise heavily in 
periods of prosperity and lightly in times of depression; and 
third, to advertise heavily in times of depression and lightly in 
times of prosperity. 

The chief advantage of the first proposal is the cumulative 
effect which would be gained from steady repetition. In a period 
of depression, however, the volume of advertising would prob- 
ably be of little assistance in effecting the introduction of new 
lines and in stimulating the morale of the newly added salesmen. 
Again, in a period of prosperity when the company has all the 
orders it can take care of, the volume of advertising would be 
in excess of what was needed. 
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The second alternative aims to make a strong appeal when 
the consumer is in a prosperous condition and sales resistance 
is low. This practice, which is made easier by the readiness of 
funds during prosperity, is followed by many manufacturers. Its 
weakness lies in the fact that it is most effective in securing orders 
when the company needs them the least, and it is least effective 
in securing orders when the company needs them the most. 

The third alternative seems to combine a minimum of disad- 
vantages with a maximum of advantages. From the standpoint 
of cumulative effect, it would probably not have the force of 
the first alternative. On the other hand, it would tend to assist 
in securing orders when the company was most in need of them, 
and at the same time it would increase the prestige of the com- 
pany over non-advertising competitors. Further, the third 
alternative would coincide with the company’s cyclical policies. 
Increased advertising would be essential to the introduction of 
new lines in times of depression and it would be effective also 
in stimulating the morale of the salesmen. 

Largely for these reasons the Hammett Manufacturing Com- 
pany favored the third alternative. It adopted a plan requiring 
that advertising appropriations should be formed in accordance 
with a five-year outlook and that annual amounts based on 
average conditions should be set aside. In good times the adver- 
tising was to be exceedingly moderate, just enough to retain the 
momentum and to keep the Hammett name and merchandise 
before the public. In periods of depression, however, all forms 
of publicity were to be employed to the fullest degree, and the 
advertising appropriations which were not used during the time 
of prosperity were to be utilized. 

In accordance with this decision, the Hammett Manufacturing 
Company advertised lightly in the prosperity years of 1919 and 
1920, but in 1921 increased the advertising appropriation to i°Jo 
of sales. In 1922 business conditions were slightly improved, 
with the result that the advertising appropriation was decreased 
to about 2 % of sales. Since the company expected that business 
conditions in 1923 would be better than those of 1922, it reduced 
the advertising appropriation to 1.5% of sales. 

The effectiveness of this advertising policy cannot be judged 
finally until it has stood the test of several business cycles. 
Thus far, however, the results have been satisfactory. In 1919 
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and 1920 sales were maintained with a minimum expenditure 
for advertising, and during 1921 and 1922 the sales did not 
decline in the proportion common to other concerns. Further 
than this, the morale of the sales force was greatly stimulated 
by the advertising, and it is believed that this factor also assisted 
the company to maintain a high rate of production and to retain 
practically all its factory personnel. Finally, indications are 
that the cost per advertising return in the time of depression was 
not greater than the cost per return in the period of prosperity. 

25. WAITE ADVERTISING AGENCY — CREDIT RISK OF AGENCY IN ITS 
PAYMENT TO PUBLISHERS FOR CLIENTS’ ADVERTISING 

The Waite Advertising Agency managed the advertising of 
the Williams Phonograph Company, whose sales reflected the 
general prosperity of 1919. The advertising appropriation had 
been increased and the plant enlarged. Extensive inventory 
commitments were undertaken in order to satisfy the additional 
demand for phonographs, but in the summer of 1920 sales de- 
clined slightly more than usual at that season. On September 1, 
the Waite Advertising Agency learned from its clients’ banks 
that the company’s financial condition was weak. Since the 
agency was financially responsible to publishers for the space 
used by its clients, the president had to decide whether to place 
the usual contracts for phonograph advertising during Uie month 
of October, to reduce the amount, or to discontinue the advertis- 
ing entirely. 

The Williams Phonograph Company was incorporated in 1912, 
and in 1914 an aggressive sales policy was instituted. Cabinets 
and motors were purchased from other manfacturers, and ma- 
chines were assembled in the factory. The plant was equipped 
to produce 20,000 records per day. Machines were sold under a 
nationally advertised trade name to wholesalers who were 
granted exclusive territories. Among the competing manufac- 
turers, two were of outstanding strength and prestige. The Wil- 
liams Phonograph Company was one of several companies which 
endeavored to secure the third largest volume of sales. Its 
growth was rapid and sales were $1,500,000 in 1917. During 
1917 and 1918, the Government purchased nearly all the output 
of one of the leading manufacturers, and since that producer had 
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never been able to fill all orders, more phonographs than ever 
■were sold by the others. 

In 1919, prosperity stimulated the sale of phonographs, so that 
all producers operated at capacity. The Williams Phonograph 
Company made unusual profits with sales of $8,500,000. Net 
income was $782,000, compared with $129,000 for 1918. The 
sum of $44,000 was added to the surplus from operations in 

1918, and $697,000 in 1919. The balance sheet on December 31, 

1919, was as follows; 

Williams Phonograph Company — Balance Sheet as 
OF December 31, 1919 
Assets Liabilities 

Plant $ 770,000 Common Stock $1,250,000 

Trade-Mark and Preferred Stock 1,117,000 

Good-Will 731,000 8% Debenture Stock 1,000,000 

Investments 419,000 Mortgages Payable. . 182,000 

Bills and Accounts Interest, etc.. Accrued 66,000 

Receivable 1,523,000 Bills and Accounts 

Inventories 1,508,000 Payable 1,037,000 

Cash 170,000 Surplus 806,000 

Preferred Assets 19,000 

Reserve against 

Mortgage 318,000 

Total $5,458,000 Total $5,458,000 

Sales for 1920 seemed likely to be greater than for 1919. 
Contracts for cabinets, motors, and supplies were made in excess 
of the quantities for 1919. To insure an adequate supply of cab- 
inets, orders for future delivery were placed with 25 manufac- 
turers. 

The advertising appropriation, increased in proportion to the 
growth in sales, was $250,000 in 1920. It provided for a cam- 
paign of national advertising in magazines to establish the trade 
name, and newspaper advertising to stimulate the sale of records 
and to provide publicity for the retailers. The greatest volume 
was to appear in the fall when sales were normally at their peak. 

The agency rendered bills on the first of each month for the 
advertisements that had appeared during the preceding month. 
Publishers of magazines were paid by the agency at the end of 
the month in which the insertion had appeared, and the news- 
papers on either the fifteenth or the twentieth of the month fol- 
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lowing the date of insertion. Thus the agency was reimbursed 
immediately for bills incurred for its clients. Space had to be 
secured from four to eight weeks in advance of publication, so 
that the agency actually became responsible in advance for space 
payments. The customary commission of 15% of the cost of 
space used was charged to clients. It was the policy of the 
agency to discontinue the advertising of any client whose bill 
was not paid promptly and never again to extend financial aid. 

During the summer, indication that demand for phonographs 
had declined was given the president by the decrease in sales of 
another phonograph company which advertised through his 
agency. Summer decreases, however, were normal and a revival 
was expected in the fall. On September i, the desired increase 
had not developed. The president of the Waite Advertising 
Agency knew that the Williams Phonograph Company had made 
commitments for raw materials and cabinets in preparation for 
an unusual demand. When he learned from the company’s banks 
that it was in need of additional working capital to carry its 
inventories, he advised curtailment of operations and disposal 
of the inventory already in stock. This counsel was disregarded. 
The ability of the company to pay its charges for subsequent 
advertising was in doubt. 

If the company was dependent upon increased sales to avoid 
financial embarrassment, it was of particular importance that 
advertising, as an indispensable method of securing sales, be 
continued. Without advertising, the company could not profit 
fully from the expected fall demand. A complete cessation of 
publicity would alarm creditors at a time when confidence in the 
credit of the company was necessary. Cancelation of all adver- 
tising involved the agency’s loss of further contracts with a client 
who had been profitable. Although the Williams Phonograph 
Company ignored the agency’s advice to retrench, the president 
of the agency had confidence in the ability of its officers to guide 
the company through its difficulties. He did not foresee the 
violence of the decline which already had begun. Recognition 
of the agency’s obligation to serve its client induced the president 
to continue the company’s advertising. 

Doubt was expressed whether or not the total amount of ad- 
vertising should be continued. Original plans specified a monthly 
expenditure of $30,000 during the fall. A reduction allowed 
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sufficient publicity to keep the name before the public, whereas 
total cessation was certain to indicate to its creditors the com- 
pany’s seriously weakened financial condition. This action also 
practically guaranteed retention of the good-will of the company, 
A reduction was expected partially to safeguard the agency 
against loss in case conditions did not improve. It seemed fea- 
sible to risk one or two months’ advertising, since, if sales con- 
tinued to decline, it was always possible to discontinue all pub- 
licity. With the consent of the company, on September i the 
president of the agency reduced the amount of future advertising 
by one-half. 

During the month of September, the company secured addi- 
tional working capital by an issue of $1,500,000, 8% gold notes 
due August I, 1923, which were offered to the public at 98)4! 

On October r, the agency’s advertising bill was paid in full, 
and reduced space was contracted for in publications for Novem- 
ber and December. During the fall months, conditions rapidly 
became worse, until the phonograph market was disorganized 
seriously. Demand for phonographs was negligible and prices 
were cut by retailers in an attempt to reduce inventories. One 
important retailer offered machines usually sold at $125 for 
$47.50. Since phonographs were sold frequently on partial pay- 
ment plans, retailers were in a difficult position. If prices were 
reduced, some customers who had made a few payments could 
buy another machine for less than the amount of the remaining 
payments. Many purchasers defaulted for this reason, and 
others because of lack of funds. Retailers were forced to take 
back quantities of machines. 

By the middle of October, the company needed cash urgently. 
It attempted to liquidate its inventory of phonographs by reduc- 
tion of prices. This caused serious difficulties with its distribu- 
ters. Wholesalers demanded rebates to the amount of the 
decreased value of their inventories caused by the price reduc- 
tion. The retailers in turn demanded like rebates from the 
wholesalers. The company was unable to grant rebates, and all 
distributers became dissatisfied. .In one city, the company ac- 
cepted the return of $10,000 worth of phonographs from a 
retailer who threatened to offer them at any price that insured 
their disposal. 

The advertising bill of November i was not paid, and in 



accordance with its usual practice, the agency immediately dis- 
continued further advertising for the company. Space already 
had been purchased, however, for November and December for 
a total amount of approximately $50,000. The president of the 
agency effected a settlement by the acceptance of a note for 
$25,000 and a stock of machines for the remaining $25,000, 

On December 15, 1920, a creditor’s committee was formed. 
The weakness in the company’s financial position was shown by 
the balance sheet on December 31, on which commitments under 
contract did not appear. 


Williams Phonograph Company — Balance Sheet 
AS OF December 31, 1920 


Assets 


Liabilities 


Plant $1,178,000 

Common Stock $2,068,000 

Trade-Mark and 


Preferred Stock 

1 , 533,000 

Good-Will 

667,000 

8% Debenture Stock 

456,000 

Investments 

507,000 

8% Gold Notes 

1,500,000 

Accounts Receivable 


Mortgages Payable . . 

6,000 

from Subsidiary , . 

1,603,000 

Interest, etc., Ac- 


Bills and Accounts 


crued 

73,000 

Receivable 

939,000 

Bills and Accounts 


Inventories ........ 

3,068,000 

Payable 

2,415,000 

Matrices 

275,000 

Taxes Due 

72,000 

Cash 

126,000 

Royalties Payable. . . 

26,000 

Preferred Assets 

337.000 

Sundry 

15,000 

Reserve Against 


Notes Receivable 


Mortgages 

81,000 

Discounted 

245,000 



Reserve for Taxes. . . 

50,000 



Sinking Fund for 8% 




Debenture Stock. . 

160,000 



Suiplus 

162,000 

Total $8,781,000 

Total $8,781,000 


The notes held by the agency were paid, and during the course 
of two years the inventory of phonographs was liquidated with- 
out loss. 


26. MCGREGOR MANUFACTURING COMPANY — ^ABANDONMENT OF 
ADVERTISING CAMPAIGN IN ORDER TO CONSERVE RESOURCES 

Early in 1916, the McGregor Manufacturing Company de- 
cided to manufacture a tooth paste in addition to the dentists’ 
supplies for which it was noted and to secure the thorough dis- 
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tribution of its new product by a traveling sales force and by 
consumer advertising. A three-year program was mapped out 
and returns on the investment were not contemplated before the 
end of this period. The break in diplomatic relations with Ger- 
many in 1917 and the rising prices of raw materials needed for 
the products of the McGregor Manufacturing Company caused 
the directors to consider the advisability of conserving the re- 
sources of the company by the discontinuance of the advertising 
and sales campaign. 

The McGregor Manufacturing Company had been producing 
dentists’ supplies for many years. It was a close corporation 
built up out of earnings and its products were regarded highly 
by their users. Distribution was secured through dental supply 
companies and through local distributing companies owned by 
the manufacturer in several large cities of the United States. 
The total sales averaged about $8,000,000 per year. Tooth paste 
had been produced in small quantities but was sold only locally 
in the region of the city in which the McGregor Manufacturing 
Company was situated. The sales of this product were less than 
1% of the total. 

Prior to igii, the McGregor Manufacturing Company was 
capitalized at $1,000,000, but in that year, a 400% stock divi- 
dend was declared, which raised the total capitalization to 
$5,000,000. The increased equity of the stockholders had been 
secured through earnings over a period of years. It was contrary 
to the policy of the officers and directors of the company to 
borrow from banks and consequently, bills and accounts payable 

McGregoe Manufacturing Company — Balance Sheet 
AS OF December 31, 1915 
(In thousands of dollars) 


Assets 


LiABamES 


Plant, Real Estate, 

Pat- 

Capital Stock 

5,000 

ents, etc 

1,579 

Accrued Liabilities 

II 

Bills and Accounts 


Bills and Accounts Pay- 


Receivable 

....1,27s 

able 

7 S 

Inventories 

2,025 

Contingent Reserve 

100 

Cash 

.... 742 

Reserve for Bad Debts. . . 

50 

Prepaid Expenses . . . . 

14 

Surplus 

300 



Undivided Profits 

W 

Total 

5,63s 

Total 

5,635 
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represented merchandise obligations only. The balance sheet on 
December 31, 1915, is presented on the opposite page. 

Although profits had been satisfactory for many years, includ- 
ing 1915, and although dividends ranged from 12% to 30% on 
the old capitalization, and from 2% to 6% on the increased cap- 
italization, the president was of the opinion early in 1915 that 
profits could be increased substantially by marketing an allied 
product directly to consumers. A tooth paste was considered to 
be the most logical selection. Its use frequently was recom- 
mended by dentists and, consequently, the good-will of the 
McGregor Manufacturing Company would be carried over from 
its regular products. The sales of the latter might be increased 
correspondingly by the good-will accruing from tooth paste ad- 
vertising. Since tooth paste had been produced to a small 
extent by the company, there were employees who were familiar 
with its manufacture. The product which had been sold under 
the name of the McGregor Manufacturing Company was not 
considered to be a satisfactory one on the basis of which the 
success of an extensive campaign was assured. Hence, tests 
were made in an endeavor to compound a new one with suitable 
properties. A non-medicated tooth paste was developed to sell 
at retail for 25 cents and to wholesalers for $1.85 a dozen. After 
distribution was secured and advertising had been placed upon a 
normal scale, these prices were adequate to insure a substantial 
profit to the McGregor Manufacturing Company. 

When the development of this paste was completed, the presi- 
dent consulted with Dobie Brothers, an advertising agency, 
which outlined a plan of action for the marketing of the product. 
The United States was to be divided into 30 sales territories. 
One territory at a time was to be concentrated on by a force of 
30 salesmen. While the group was active in a section the den- 
tists there were to be circularized, drug stores were to be visited, 
and newspaper advertising was to be used. The orders secured 
from drug stores on the basis of circularizing and advertising 
were to be cleared through wholesalers and were to serve as 
inducements for the latter to stock the product. As each sales 
territory was completed, one man from the group of 30 was to 
remain permanently to conduct the sales campaign. The United 
States was to be covered in 8 months, and at the end of 6 months 
national advertising was to be begun. The campaign was 
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launched in August, igi6, and in February, 1917, the sales of 
tooth paste had exceeded anticipations. A few national adver- 
tisements had appeared, and in all, $225,000 had been spent in 
the campaign. Dobie Brothers was satisfied fully with the suc- 
cess which had been attained. 

The directors of the McGregor Manufacturing Company, on 
the other hand, were concerned about the rising prices of silver 
and platinum^ of which large amounts were necessary to supply 
their customers. The directors were opposed to the negotiation 
of hank loans in order to extend operations. Dobie Brothers 
admitted that the results of the advertising campaign would not 
be realized for 2^ to 3 years. In the meantime, expenditures 
for advertising were necessary to keep the tooth paste before the 
public and to create a sufficient demand for it in spite of compe- 
tition of other manufacturers. The directors, with the exception 
of the president, were of the opinion that in accordance with tra- 
dition, the company should cease advertising and abandon the 
new machinery which had been installed for the manufacture of 
tooth paste, in order to conserve all possible resources to finance 


iAverage Monthly Price 

igi6 

January S68 

February $68 

March S79 

April 644 

May 743 

June 630 

July 629 

August 661 

September 685 

October 672 

November 716 

December 758 


Silver per Ounce, 1916-1919 
1917 1918 1919 

.771 -947 1.018 

.791 .901 1.018 

-7S4 -934 1.017 

.754 .990 1.018 

.762 i.oos 1.087 

.790 1.003 I.I2I 

.822 1.003 1.080 

.879 1.010 1.131 

1.077 1-017 1-164 

.899 1-018 1.214 

.883 1.018 1.312 

.899 1-019 1-336 


Average Monthly Price 


January . . . 
February . . 

March 

April 

May 

June 

July 

August 

September . 
October . . . 
November . 
December . 


Platinum per Troy Ounce in New York, 1916-1919 
1916 1917 1918 1919 


.$ 90.0s $ 87.83 

. 90.00 103.7s 

- 90.7s 103.33 

. 83.10 103.77 

. 80.S0 loS-oo 

. 78.13 104.7s 

. 63.60 103.88 

. 62 .s6 104.SS 

. 84.2s 104.1s 

. 89.7s 104.00 

. 10I.2S 104.52 

. 86.87 104.38 


$103.92 $104.83 

107.68 100.43 

108.00 99.20 

108.00 99.8s 

106.27 102.60 

103.00 IOS.80 

los-oo 103.90 

105.00 107.60 

103.00 128.70 

103.00 132.21 

103.00 136.74 

I0S.S4 ISI-3S 
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increasing prices of raw materials, and to provide for any emer- 
gency which war might bring. They also desired to avoid the sale 
of stock or notes. 

Dobie Brothers advised that the program be completed. The 
performance to date had been satisfactory; abandonment of the 
plan meant the loss of the amount expended for sales and adver- 
tising and the loss of the use of the additional equipment, ap- 
praised at $100,000. Dobie Brothers realized that its interests 
were identical with those of the company, because if advertising 
recommended by an agency was unsuccessful, appropriations of 
the company were discontinued and the advertising agency lost 
that source of revenue. It was ordinarily preferable, therefore, 
to advise a client temporarily to discontinue a campaign and to 
resume it subsequently than to run the risk of failure and the 
company’s permanent dissatisfaction with the agency or with 
advertising in general. Dobie Brothers realized also that the 
credit of the advertiser was an important factor, especially in 
the advertising of a new product. If a campaign was launched 
which was extravagant or beyond the resources of the manufac- 
turer, the agency was compelled to meet the advertising bills of 
the publishers and was left in the position of an unsecured cred- 
itor of the advertiser. Failure might involve the loss of seven 
times as much as the gross profit to the agency, since the ordi- 
nary commission of the latter was 15%. Dobie Brothers appre- 
ciated that there was little danger to it in carrying the account 
of the McGregor Manufacturing Company because of the ex- 
cellent balance sheet of the latter and hence, from this point of 
view as well as from that of anticipated results, it recommended 
the continuance of the campaign and the continuance of the 
manufacture of tooth paste. 

In spite of the satisfactory sales already secured, and of the 
loss of use of the additional plant which had been installed, the 
directors of the McGregor Manufacturing Company decided to 
abandon the sales and advertising campaign. With the full reali- 
zation that the good-will of the stores which had stocked the 
product and which were no longer supported with advertising in 
its sale might be lost, this step was taken in order to conserve 
resources so that rising raw material prices or war conditions 
could not deplete unduly the resources of the company in a period 
of emergency and uncertainty. 
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27. WATTERSON STOVE COMPANY — ^EFFECT OF CHANGING 
SEASONAL ADVERTISING IN PERIOD OF PROSPERITY 

Until 1923, the Watterson Stove Company had expended its 
entire advertising appropriation during the months of August, 
September, and October. In January, 1923, the advisability of 
continuing this policy of concentrating all advertising in the 
early autumn was discussed. The company specialized in the 
manufacture of coal-burning stoves. The factory was located 
near a large metropolitan district, and most of its output was 
sold directly to retailers in this densely populated area. The 
company had advertised to consumers in three or four well- 
known metropolitan daily papers, which were in circulation in 
neighboring towns and rural communities as well as in the city in 
which they were published. Sales were made to exclusive agen- 
cies in the smaller towns, but in large cities the company sold to 
several retailers. 

Because of the seasonal tendency of sales, other manufacturers 
of coal stoves also had concentrated their advertising in the 
fall. Coal ranges were purchased most extensively in that sea- 
son, because this type of stove was used by the housewife during 
the winter. Oil stoves and gas ranges were used in the summer 
months because they gave off less heat and, consequently, such 
stoves were purchased in the spring. 

To undertake spring advertising necessitated complete cooper- 
ation of the retailers, if the maximum results were to be secured. 
The retailers had to be interested in the new advertising and 
induced to carry a sufficient stock to meet any demand created. 
It might not be possible, however, to interest the retailers in a 
policy contrary to established custom. Should the demand not 
prove as great as expected, ill will might result if the retailers 
were compelled to carry larger stocks than necessary until the 
opening of the fall buying season. The company did not favor 
the extension of credit terms as a means of persuading the 
retailers to purchase in the spring. The only inducement that 
the company could offer was the possibility of increased total 
sales for the year. In the latter part of the summer because 
of the seasonal tendency of sales, the advertising encountered 
the least buying resistance on the part of the consumers. The 
Watterson Stove Company’s advertising appropriation was not 
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usually more than $40,000 per year. If the newspaper space 
which this amount could purchase was to be divided between two 
periods of the year, the effect might not produce sales of the 
same total value as formerly. 

Advertising in the late spring and early summer months en- 
countered little competition, since no other rival manufacturers 
advertised then. The president of the Watterson Stove Com- 
pany hoped by means of spring advertising to advance his sales 
for that year beyond those of his competitors. If greater sales 
could be made in the summer months, the factory could be 
operated continuously on an even rate of production with lower 
unit manufacturing costs. The trade journals and statistical 
services in February predicted an advance in prices and an in- 
crease in building activities. Through extended travel and per- 
sonal observation, the president reached a conclusion similar to 
that of the published sources of information about business condi- 
tions. The president was of the opinion that the demand for 
stoves in the fall of 1923 might be much greater than in the 
fall of the previous year. Because of the greater demand, and 
the higher wages likely to be paid to the workmen, it appeared 
that prices to the consumer might advance. This opinion seemed 
to be current with the buying public. The advertising copy of 
the company was to be designed to take advantage of this pre- 
sumed inclination of the consumer to purchase in the spring of 
1923 in order to avoid higher prices later in the year. The argu- 
ment that prices might advance could be used to encourage the 
retailers to carry stoves in stock to meet the summer demand. 

It was decided to spend 25^0 of the total advertising appro- 
priation for 1923 during the early spring of that year. The 
advertising was placed in the three or four large metropolitan 
daily papers in which the company customarily advertised. The 
company endeavored to interest the retailers in the campaign by 
sending them circulars describing the advertising that was to be 
undertaken. In 1922, 30% of the total sales for the year had 
been made in tlie first six months of the year. In the spring of 
1923, sales equal to 40% of the preceding year’s entire volume 
were made. The factory was not compelled to close a single day 
in the first half of 1923, whereas during the same period of the 
preceding year, for two months only part-time operation had 
been possible. By smoothing out the production schedule, the 
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price of stoves was not advanced, although molders’ wages were 
increased from $6.50 to $7.50 per day and the piece-rates of 
all other workers were increased 20%, 

28 . HAGEN & DEWAR — ADVERTISING BY A WOOL MERCHANT^ 

Hagen & Dewar, a firm of Boston wool merchants of old stand- 
ing, each year sends its wool buyers to the territory region to 
purchase wool from growers. The common practice of these 
buyers is to examine wool offered for sale as it is brought by 
the growers to the large assembling points in Montana, Utah, 
New Mexico, and Texas, and to purchase from the growers for 
cash. Occasionally, however, a consignment year occurs in the 
wool trade, generally during a period of prosperity in sheep rais- 
ing when the sheep owners are financially able to carry their 
wool and when conditions point toward a rise in prices. When 
such a period occurs, eastern wool merchants seek to obtain as 
large consignments of wool as possible. 

Hagen & Dewar were confronted in January of a recent year 
with the prospect that it would be a consignment year, and the 
question arose as to how the firm was to advertise its services to 
growers in order to secure large consignments. Buyers had 
not gone early into the western territory because “buying on the 
back” was not possible that year; the growers did not need finan- 
cial assistance and were waiting confidently for a rise in prices at 
shearing time. Several methods of advertising suggested them- 
selves to the firm. Although its buyers were well known to the 
growers in the wool territory, the opinion was prevalent in the 
trade that buyers were known chiefly as individuals rather than as 
representatives of specific firms. A buyer was highly skilled in 
judging the grade and shrinkage of a lot of wool and in recogniz- 
ing to which mill it was best suited. Hence each buyer tended to 
establish an individual reputation. It was essential, however, 
in a consignment year that the firm’s name be well known. Farm 
papers, which circulated widely in the sheep-raising districts, 
were energetically soliciting advertisements from wool mer- 
chants. A series of advertisements in one of these papers for one 
district alone for the ensuing six months would have cost from 
$400 to $500. Another method was to send calendars bearing 

^Copeland, p. S3S. 
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the firm’s name to all growers, small and large, and to the banks 
in the wool-growing districts; calendars had been distributed by 
the firm on a modest scale for several years and apparently had 
been well received. Still another suggestion was to send out the 
buyers early to visit the growers for the purpose of promoting 
consignments to the firm at shearing time. The buyers them- 
selves, when consulted, were ready to leave early to solicit con- 
signments, but the firm was skeptical as to whether a typical 
buyer would be successful in stimulating consignments. The 
firm decided that it could not afford to issue calendars, to ad- 
vertise in growers’ journals and local papers, and to send out its 
buyers early, all in one season; the expense entailed would have 
been too great. 

One partner, who stated that in previous consignment years 
he never had been able to learn that any grower had consigned 
wool to the firm as a result of reading its advertisements In local 
newspapers or farm journals, finally persuaded the firm to em- 
bark on a new venture. His plan was to send one of the partners 
to visit personally the bankers in the chief wool-growing districts 
and to inspire their confidence so that when growers went to the 
bankers for advice on consignments his firm would be the bank- 
ers’ choice. He believed that the local bankers were the real 
advisers of the growers and that in a consignment year the 
buyers were likely to be shunned by the growers. 

The plan was adopted. The buyers were sent out at the 
regular season for purchasing wool and were not deflected from 
their regular routes. A partner was sent through the entire wool 
territory, spending as much time as he deemed necessary in the 
large growing districts in order to make himself acquainted with 
the bankers and to carry out a general missionary program for 
the firm. 

The results of this plan were almost as difficult to measure as 
the results of advertising, because the year in which it was 
attempted turned out not to be a year of heavy consignment. The 
buyers purchased large quantities of wool outright from the 
growers. Nevertheless, it was the conclusion of the firm that this 
partner’s meeting with the bankers had been worth while and 
that in another consignment year it would be of help to the firm. 

At about the same date that the firm went through this ex- 
perience, it began to question the practicability of advertising 
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in newspapers in New England. Several daily newspapers in 
New England devoted special pages to the wool trade and wool- 
manufacturing industries in one issue each week. In these spe- 
cial pages they summarized the conditions in the wool trade and 
the wool-manufacturing industries for the week, giving all the 
advance information which they could acquire. These papers 
solicited advertising from Hagen & Dewar to be inserted on their 
regular wool pages. The partner who made the missionary tour 
for the firm through the West advocated that it cease advertising 
in these newspapers, because, he said, the woolen and worsted 
manufacturers and tlie wool merchants supplied all the informa- 
tion for those trade reports and consequently the firm’s customers 
knew what was in the reports before they were written. Hence 
he concluded that although many prominent wool firms continued 
to place advertising cards regularly in these newspapers, no ad- 
vantage could be gained by his firm from such advertising. He 
approved the continuance of advertisements in several trade 
journals which were technical in character. The firm took his 
advice and ceased advertising in the newspapers. 

D, THE EXTENSION OF SALES OPERATIONS 

29. STAR COPPER MINING COMPANY — ACQUISITION 
OF A FABRICATING PLANT^ 

When the purchase of the American Brass Company by the 
Anaconda Copper Mining Company^ was consummated in Feb- 
ruary, 1922, the Star Copper Mining Company was faced with 
the question of whether it should seek to effect a similar merger. 

Before the war the Star Copper Mining Company was re- 
ported to have disposed of approximately 80% of its production 
in Central Europe, particularly in Germany. In 1919, about 
10% of its production was exported; in 1920 the amount exported 
had risen to over 20,000,000 pounds, and during the first five 
months of 1922 exports were at the rate of 35,000,000 pounds 
yearly, 

^Copeland, p. a66. 

•The Anaconda Copper Mining Company was the largest producer of copper 
in the United States, but its mines, located in Montana, were operated at a higher 
cost per pound of fine copper than were the mines of the majority of large pro- 
ducers. Its high cost was attributed partly to the form in which the metal 
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The Star mines ceased operation in August, 1921, and were 
still closed in April, 1922. Stocks of the company had been 
reduced from 90,000,000 pounds to 40,000,000 pounds. The 
financial condition of the company was such as to permit rea- 


occurred, involving costly smelting processes, and partly to labor conditions, which 
necessitated the payment of high wages. The production of the Anaconda Copper 
Mining Company, compared with that of the Star Copper Mining Company and 
with the total production of the United States for the preceding lo years, was as 
follows (in pounds) : 


Year 

1912 

1913 

1914 

1915 

1916 

1917 

1918 

1919 


Anaconda Copper Star Copper Mining Co. 


Mining Company 
294.474.161 
241.983.323 
205,298,331 

235.076,289 

307.395.092 

239,014,880 

272.923.031 

129.781.031 
138.763.065 
32.337.736 


and Controlled Co’s. 

138.000. 000 

95 , 000,000 

113.000. 000 

154.000. 000 

167.000. 000 

156.000. 000 

142.000. 000 


992,298,836 

938,424,048 

912,166,544 

1.152,039,488 

1,625,074,785 

1 , 543 , 455,612 

1.576,685,919 

1,026,243459 

1,077,721,12s 

410,082,119 


In 1918 the Anaconda Copper Mining Company constructed a wire mill in 
Montana, which operated almost at capacity throughout the depression of 1921. 
In 1922, the company began the manufacture of copper shingles at one of its 
plants in New Jersey, and an extensive program of advertising to consumers was 
inaugurated ; this promised to be an increasing outlet for copper. In normal times, 
about one-fourth the Anaconda production was exported. 

The American Brass Company, the largest single consumer of copper, manu- 
factured sheets, bars, wire rods and other shapes for the use of secondary fabri- 
cators. The output of a subsidiary consisted of completed small articles for 
hardware and other trades. Its production of brass and the copper equivalent 
(based on two-thirds copper content of brass) from 1911 to 1920 were as follows; 
(Commercial and Financial Chronicle, vol. 114, p. 309.) 


1912 

1913 

1914 

ms 

1916 

1917 

1918 

1919 


Pounds Brass 


Copper Equivalent 


233,839,101 

312,461,536 

297,253,789 

233,961,384 

387,959,514 

497,324,042 

500,790,548 

564,853,928 

369,591,018 

405,178,719 


155.892,734 

208,307,690 

198,169,193 

155,974,256 

258,639,676 

331,549,362 

333,860,366 

376,569,286 

246,394,012 

270,119,146 


The Star Copper Mining Company produced lake copper as contrasted with 
Anaconda electrolytic copper. Inasmuch as lake copper was mined in a pure state, 
it could be separated from waste material usually by physical processes and did not 
require electrolytic refining in order to remove impurities. Although in a few 
industries one kind of copper was preferred, lake copper and electrolytic copper 
generally were interchangeable. The price of lake copper usually was one-eighth 
to one-fourth of a cent per pound higher than electrolytic. The producing cost of 
the Star Copper Mining Company was high, but slightly below the cost of 
Anaconda. 
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sonable expenditure for the acquisition of a fabricating plant. 

In his letter to the Anaconda stockholders in December, 1921, 
Mr. Ryan, chairman of the board of directors, emphasized the 
importance of protecting investment and the need for improve- 
ment in marketing and distributing methods as follows: 

For several years it has been increasingly apparent that in order to 
place the business on a sound foundation, it would be necessary to 
acquire manufacturing and fabricating plants through which the product 
of the corporation in refined copper and zinc might find an outlet to 
the various industries which utilize such products. 

It has been a growing conviction of the officers that the large invest- 
ment required to carry on the business of mining, smelting and refining 
of copper and zinc was inadequately protected, and the business lacked 
a stabilizing influence so long as the producers could not reach out to 
the ultimate consumers of Sieir product and take steps which it is 
believed necessarily must be taken if the copper producers are to meet 
the competitive efforts of the producers of other metals in marketing 
and distributing the same. 

A study of the brass industry developed that there are engaged in 
the United States in lines of manufacturing and fabricating copper 
product from raw materials about 32 concerns of sufficient importance 
to be taken into consideration, and that the total capacity of the plants 
owned by the above companies exceeds aimually an output of 1,880,- 
000,000 pounds of copper. As this capacity is considered more than 
twice as much as has ever been required by the United States in pre-war 
years and probably 80 % more than has been required during the com- 
paratively busy years in the United States of 1919-1920, and as it was 
found that a good many of the plants are well situated for distributing, 
modem in constmction, and could meet business requirements as well as 
plants which could be constructed, it became apparent that further 
building of plants would merely add to an already over-constructed mill 
capacity and that an effort in this direction would result in adding 
demoralization rather than stabilization to the situation. 

Normally one-third to one-half the copper production of the 
United States was exported. Although exports were sustained 
through 1921 and the early months of 1922, the financial condi- 
tions in European countries, especially Germany, indicated that 
a reduction of their imports might be necessary in spite of their 
need for copper. About one-half the quantities exported from 
the United States were offset by imported ores which came chiefly 
from South America for smelting and refining. 

In the copper mining industry, a large portion of the output 
had been produced by a few large companies controlling several 
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properties.^ In each period of business activity and high copper 
prices, numerous small independent mines commenced opera- 
tions, usually under conditions incurring high operating costs. 
Because several months were required from the time operations 
began before finished copper was ready for the market, the end 
of a period of business activity invariably found copper stocks 
at a maximum. The period of activity during the Great War and 
the large stocks of reclaimed copper accumulated from military 
operations in Europe had aggravated the conditions in the 
industry. 

Since copper inventories represented large amounts of capital, 
heavy losses were likely to be incurred when inventories were 
liquidated at low prices during a depression. Additional losses 
were incurred when operations at the mines were suspended, 
as in 1921; the Anaconda Copper Mining Company incurred 
maintenance and carrying charges of approximately $6,000,000 
during that year. Not only did the equipment of a mining 
company deteriorate rapidly during the shut-down, and the 
mine shafts and passages become obstructed by caving of 
the walls, but the labor force became scattered. Inasmuch 
as copper mining was conducted chiefly in isolated regions, once 
the miners had been forced to seek work in other places, it was 
difficult to attract them back to the mines.^ It was important, 
therefore, that a mining organization should be maintained intact, 
even during periods of industrial inactivity. Although it was un- 
desirable to make extensive inroads upon unmined ore reserves 
during periods of low price, frequently a mine could well afford 
to dispose of a restricted output during a period of depression 
at less than cost, if necessary, in order to avoid the serious results 
of a shut-down. It was doubtless in order to assure itself an 
outlet for at least a minimum quantity of product during periods 
of depression that the Anaconda management conceived the idea 
of controlling a copper consuming company. 

In 1921, approximately one-third the domestic production of 
copper was used in the electrical industry. The remainder of 

’On methods of marketing copper, see F. Ernest Richter, “The Organization 
of the Copper Market,” Harvard Business Review, Vol. I, pp. 196-211. 

2Much of the work in copper mining which was disagreeable and difficult had 
been done by newly arrived immigrants. Restrictive immigration legislation in 
1921 promised to intensify the labor difficulties. 



5o8 


PROBLEMS IN BUSINESS ECONOMICS 


the domestic production which was not exported was fabricated 
into small articles for use in various industries d 

Copper and its principal alloy, brass, maintained their position 
in the various industries prior to the Great War because of their 
beauty, durability, and resistance to corrosion, as well as by 
reason of special characteristics, such as conductivity. During 
the war the output of copper and brass was required largely for 
military purposes, with the result that civilian requirements were 
supplied by substitute metals. In some cases, the substitutes were 
inferior to copper and brass; in others, they were equally effective 
and less expensive. 

When the post-war boom of 1919-1920 receded and the de- 
mand declined for articles made of copper and brass, as well as 
for their substitutes, the former metals were at a disadvantage. 
Although not immune from competition in the electrical field, 
copper maintained its position in that industry because of its 
superior conductivity. In other directions, the remedy for the 
copper producers seemed to lie in the development of markets, 
by means of aggressive selling and advertising methods, for small 
articles made of copper and brass and for the replacement of 
other metals in buildings, automobiles, and steamships. 

iEstimated Consumption of Copper in the United States 
(Pounds of Copper) 


1919 1920 


Electrical manufactures 284,000,000 

Telephones and telegraphs 68,679,218 

Wire and rods, not included elsewhere. . . 160,000,000 

Steam railways, electrified 250,000 

Automobiles . . ■ 92,965,000 

Locomotives 8,998,000 

Railway cars 24,830,800 

Ships, commercial 101,884,625 

Ships, naval 8,700,000 

Buddings 76,778,800 

Beaiings and bushings 80,000,000 

Ammunition 23,000,000 

Valves 20,000,000 

Condensers 10,000,000 

Lubricators, etc 6,300,000 

Coins 2,075,321 

Fire extinguishers 2,000,000 

Pins 2,000,000 

Cash registers 1,300,000 

Other uses, and unaccounted 81,002,000 

Manufactures for export 157,965,641 


340.000. 000 

100.000. 000 

190.000. 000 

2.200.000 
99,320,400 

9.457.250 

17.576,750 

61,906,325 

5,000,000 

53.443,200 

80,000,000 

23.400.000 



3,148,863 

2,100,000 


1,340,000 

114.542,750 

164,420,412 


Total 1,209,729,405 1,301,855,950 

Aniericati Bureau of Metal Statistics, Year Book igsi. 


1921 


260,000,000 

90,000,000 


None 

54,200,000 

4.697.000 

9.893.000 


4.500.000 

50.000. 000 

25.000. 000 
16,500,000 

7.500.000 


400,000 

55.303.000 

50.390.000 
783,113,000 
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Because of the apparent overexpansion of the brass-fabricating 
industry, the Star Copper Mining Company did not consider it 
advisable to erect new plants. In judging the desirability of 
various fabricating plants which might be purchased, the follow- 
ing factors were taken into consideration: the copper-consuming 
capacity of each plant in relation to the production of the Star 
mines; whether the product manufactured was for further fabri- 
cation or for retail distribution; the probable steadiness of demand 
for the product; the diversity of the line; the location of the 
plant; the price; the personnel of the organization and the experi- 
ence of the workers; the past history of the plant; the transpor- 
tation facilities; and the potential market in the immediate 
vicinity of the plant. 

A plant equipped to manufacture small parts for automobiles 
was available at Cleveland, Ohio, at a cost of $500,000, which 
was less than the actual value of the buildings and equipment. 
The company, which had been established in 1916, had prospered 
during the period of activity of 1917-1920, but had been forced 
to shut down early in 1922 because of inability to meet the low 
prices at which eastern fabricators were selling their goods. So 
far as could be ascertained by investigation, the difficulty had 
been inexperience on the part of the management and inefficiency 
on the part of the employees. This plant would have had the 
advantages of low initial cost, cheap transportation by water 
from the Star mines, and proximity to a large copper-and-brass- 
consuming district. The consumption of the Cleveland plant 
would have been less than one-half the Star mines’ potential 
production. The apparent disadvantages were the lack of organ- 
ization and of experienced brass workers. The company had not 
been operating long enough to have established a permanent 
clientele. The purchase price would have had to be paid in cash. 

The second available plant, which was located in Connecticut, 
manufactured sheets, bars, tubes, and other shapes for use by 
secondary fabricators. The company was over 30 years old 
and had operated successfully up to 1918, when the capacity of 
the plant had been more than doubled in order to fill war con- 
tracts. Although the company was still sound financially, diffi- 
culty had been experienced, in common with other fabricating 
companies, in obtaining a sufficient volume of sales to employ 
the entire facilities during 1921-1922. The president and other 
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officers of this company were desirous of being relieved of re- 
sponsibility and preferred to sell outright rather than to break in 
new men to take their places. The plant was available at a price 
of $1,600,000, which was a reasonable valuation for the physical 
equipment plus 33 }^% for “going value.” The old management 
was willing to remain for two years, if desired, under the direc- 
tion of the purchasing company. 

The advantages of this plant seemed to be a reasonable pur- 
chase price, an established reputation and clientele, and a loca- 
tion where skilled brass workers were available. The transpor- 
tation costs from Michigan were high, however, and if the severe 
competition in eastern markets was to be avoided, the finished 
product would have had to be shipped for the most part to the 
Middle West. In the opinion of the Star management, reor- 
ganization would have been necessary, if this plant were pur- 
chased, in order to replace the old officers, who had conducted 
affairs on a personal basis. The Connecticut plant, when op- 
erating at capacity, would have required one and one-half times 
the normal production of the Star mines. The purchase price 
could have been paid 50% in cash and 50% in notes due at quar- 
terly intervals over a period of three years. 

The third fabricating plant under consideration was located 
in New York, not far from Buffalo. The company had been op- 
erating seven years and had been successful. Expansion had 
been conservative but constant, under excellent management. 
The desire of the corporation to sell its holdings was for purely 
financial reasons, and it was thought that the Star Copper Mining 
Company could safely entrust the operation of the business to 
the efficient organization which had developed it. Although 
hard hit by the depression, this plant had maintained more 
than sufficient production to carry its overhead charges. Raw 
materials could have been transported by water as far as Buf- 
falo, and motor trucks could have been employed for the short 
haul to the plant. The physical value of the plant was placed 
at approximately $2,000,000, after allowing for depreciation 
sufficient to adjust to replacement costs in 1922. Good-will 
and “going value” were estimated at $1,000,000. A 6% bond 
issue of $750,000 maturing in 1938 was outstanding. The plant 
had a casting shop and rolling mill which produced sheets and a 
Small fabricating plant which manufactured automobile and 
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Other parts stamped from sheets. The normal copper consump- 
tion of this plant was slightly greater than the Star Copper 
Mining Company’s output in a normal year. Skilled brass 
workers were not available in this immediate vicinity, but the 
management had found little difficulty in obtaining labor from 
Connecticut. If this plant were purchased, the bond issue was to 
be assumed by the Star Copper Mining Company and the pur- 
chase price paid 75% in cash and the remainder at the end of 
one year. 

30. WYANT TEXTILE COMPANY — THE DEVELOPMENT OF A VERTICAL 
ORGANIZATION BY A WOOLEN MANUFACTURING COMPANY 

In 1919, a mill was erected in a middle-western city for the 
manufacture of woolen cloth. The enterprise had the endorse- 
ment of an investment banker and an industrial investigator. 
There was no other textile company in the locality, and at first 
the president of the Wyant Textile Company doubted its ability 
to recruit skilled labor. He assumed, however, that there were 
enough textile operators who had discontinued their occupation, 
who could be re-employed. The population of the locality was 
estimated at 2 % of that for the United States. It was reasoned 
that 2 % of the textile workers who had discontinued that occu- 
pation had moved to this locality and entered other industries. 
The company advertised, therefore, in the local newspapers and 
in a short time had engaged 175 skilled operators to work in the 
new factory. The mill was to manufacture medium- and low- 
grade cloth. It was the intention of the president to distribute 
the output through selling agents who in turn sold to manufac- 
turers of garments. 

After manufacturing operations started in 1920, the business 
depression, which began at that time, made it impossible for the 
company to market the cloth through agents at a profitable figure. 
It was considered advisable to keep the manufacturing organiza- 
tion intact and to produce for stock in anticipation of business 
recovery. The type of cloth was changed from fancy to staple 
in order to minimize losses on inventory, but inventories accu- 
mulated until it was necessary to liquidate them. An agreement 
was made, accordingly, with a clothing contractor whereby he 
was to manufacture the cloth into suits and overcoats at a fixed 
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unit fee. The Wyant Textile Company was to finance the con- 
tractor’s pay-roll, the finished products were to be sold on joint 
account, and the profits divided. Thus all the inventories were 
liquidated at a slight profit. 

In January, 1921, when the arrangement was discontinued, the 
management of the Wyant Textile Company considered the advis- 
ability of expanding the plant and assuming new functions of 
manufacturing the cloth into clothing and selling directly to 
retailers. This plan was advantageous for the company because 
cutting economies could be realized by increasing the width of 
the cloth eight inches, a process which required only a simple 
adjustment of the machines. Furthermore, the new plan elim- 
inated selling commissions. 

If cloth were manufactured for distribution through selling 
agents to manufacturers, it was necessary to perform additional 
manufacturing operations in order to comply with individual 
requests. These operations added from 15 to 30 cents per yard 
to manufacturing costs, and did not increase the durability of 
the cloth. One of the common requests received by woolen manu- 
facturers was to accentuate stripes in the cloth by the use of 
heavier silk thread. Distribution of cloth through selling agents 
meant rigid inspection from customers. It was difficult for cloth 
to pass these inspections, since requirements and ideas of quality 
varied. If selling agents were employed, it was necessary to 
manufacture samples in advance of selling seasons. This was 
not only expensive but slow, because mill space was taken up in 
the manufacture of these samples. A variety of fabrics had to be 
produced in order to satisfy the demands of manufacturers and 
to facilitate the sales of agents. However, the number of designs 
manufactured could be reduced, and buying economies could be 
realized by producing a uniform quality and a restricted number 
of styles. These economies could be effected if the company man- 
ufactured its output into suits and overcoats. 

If the company sold directly to retailers, it was necessary to 
create a national selling organization, since the local market was 
too small to absorb the output of the company. The new plan 
required the purchase of additional equipment, the expansion of 
the plant, and the employment of more workmen. Little difficulty 
was expected, however, in employing garment workers, since 
there were other garment manufacturing companies in the dis- 
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trict. It also was necessary for the company to assume credit 
responsibility for its customers. If the company sold cloth 
through a selling agent, there was no guarantee of credits or 
sales by the distributers. It was easier to control the credits of 
75 or 100 local manufacturers than the credits of retailers 
throughout the United States. Another disadvantage which the 
president foresaw was the slower rate of capital turnover. In- 
stead of shipping cloth and receiving payment within 60 days, 
the cloth was turned over to the garment factory to manufacture, 
and payment could not be received for 135 days. 

The Wyant Textile Company decided to begin the manufacture 
of suits and overcoats in January, 1921. Eight salesmen were 
employed to distribute the product. The company made no 
effort to compete directly with established and well-advertised 
lines. Wyant garments were trade-marked but not advertised. 
The selling appeal was based on standard quality for a low price 
made possible by manufacturing and selling economies. The 
company obtained national distribution and solicited orders from 
retailers in cities of 10,000 or more. An exclusive agency plan 
was not considered feasible. 

After the adoption of the plan an additional advantage was 
discovered. The operations of the mill proceeded regularly, 
which was an additional economy. There was no cessation in 
production caused by waiting for orders which came through the 
selling agents. 

31. TRIM WRAPPING COMPANY — ^REFUSAL TO UNDERTAKE DEVEL- 
OPMENT OF A NEW MACHINE ON A COMMERCIAL BASIS 

The Trim Wrapping Company manufactured machines to 
wrap gum, candy, soap, and small boxes of all kinds. When a 
manufacturer expressed a desire for a machine which had not 
been designed, the Trim Wrapping Company was accustomed to 
undertake the development at its own risk, if the potential de- 
mand for the product warranted it. In 1922, the Try-A-Lite 
Match Company made the proposal that the Trim Wrapping 
Company undertake, on a commission basis, the development of 
a machine for the purpose of wrapping together six s-cent match 
boxes. The Try-A-Lite Match Company offered to pay the ex- 
penses and to allow a profit of about 15% for the Trim Wrap- 
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ping Company. Thereafter, the match company expected to be 
able to purchase additional machines of the same type at manu- 
facturing cost plus about IS%. 

The Trim Wrapping Company was a consolidation of six com- 
panies which, before 1912, had manufactured various types of 
wrapping machines. Each company had possessed numerous 
patents, and had incurred continually the expense of prosecuting 
the others for infringements. The consolidation was formed, 
accordingly, in order to permit the patents to be pooled and to 
facilitate manufacturing economies. Since the time of consol- 
idation only two small competing companies had been formed, so 
that the Trim Wrapping Company had a virtual monopoly. 

The products of the consolidated company were highly spe- 
cialized. A machine designed to wrap a package of a particular 
size could not be altered readily to wrap one of slightly different 
dimensions. Occasionally it was possible to make extensive 
changes, but the cost usually amounted to at least half that of a 
new machine. The company relied partially on its patents for 
protection, but these were expiring continually. Orders usually 
were received because of the reputation and experience of the 
company. Its policy was to manufacture extremely solid ma- 
chines, which seldom wore out in less than from 10 to 20 years. 
They were designed so that as many standard parts as possible 
could be used in their construction. These were purchased from 
other manufacturers. Castings were ordered at a neighboring 
foundry, and unusual parts were made in the factory of the com- 
pany. Labor amounted to over 75% of the direct cost of a 
machine. The plant was operated entirely on a special order 
basis. Only one machine had been standardized so that it could 
be produced for stock in periods of inactivity. This one wrapped 
candy kisses and was sold to all t5^es of candy merchants from 
confectioners to owners of sidewalk booths at amusement parks. 
Because the company was able to make from 50 to 100 of these 
machines simultaneously, the manufacturing cost had been re- 
duced greatly. It was desirable, therefore, to produce machines 
of the same type in quantities. To operate the machine shop at 
capacity, orders for the manufacture of various simple articles 
were accepted from other manufacturers in the vicinity; the 
output under such, contracts often equaled 10% of the total. 

When a new machine was developed it usually was impossible 
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to charge the entire cost of the first machine to the purchaser, 
but the profit on subsequent machines was counted on to absorb 
the loss on the first. Only one machine was built, and the selling 
price^ was fixed at such a point that additional orders could be 
obtained on the same basis. Each machine was guaranteed to 
give satisfactory service, otherwise the company took it back and 
refunded the purchase price. 

The company had learned by experience that there were three 
motives for the purchase of a wrapping machine: namely, econ- 
omy, appearance, and protection. Of these, the first was decid- 
edly the strongest, although a few manufacturers made products 
the appearance or the protection of which was impaired by hand 
wrapping. In general, manufacturers hesitated to purchase ex- 
pensive wrapping machinery because it soon might become obso- 
lete. Since the machines of the Trim Wrapping Company were 
so specialized, they could not be adapted readily to a different- 
sized package or style wrapping. If the output of the plant had 
to be decreased, the expense of the machines could not be cur- 
tailed, whereas hand labor could be discharged. Consequently, 
purchasers were reluctant to buy machines unless the saving 
effected thereby was sufficient to return the purchase price in 
one or two years. In order to maintain its price within this 
limit, the Trim Wrapping Company ordinarily required a total 
output of no less than lo of any one machine, so that allowance 
for all expenses could be made, including those involved in the 
development of the new machine. Sometimes several attempts 
were made before a satisfactory design was devised. The selling 
price of the machines varied from $1,500 to $5,000. Total sales 
of the company averaged about $1,000,000 per year. Since the 

The Trim Wrapping Company never had pursued a policy of renting machines 
as had the United Shoe Machinery Company. Although each machine was covered 
by a number of patents, in many cases they did not afford adequate protection. 
The users of wrapping machines, furthermore, desired a sense of ownership in the 
equipment in their factories and purchased more extensively than the shoe manu- 
facturers, who rented equipment from the United Shoe Machinery Company. Since 
the wrapping machines were unusually specialized, the Trim Wrapping Company 
could never be sure how long a user would continue to need a specified item of 
equipment. It was apprehended that rental would lead to disputes regarding effi- 
ciency of machines, which could be avoided by actual sale. In order to make sales 
to companies which could not pay for machines immediately, the Trim Wrapping 
Company, in many instances, had agreed to permit pasnnent to be made by notes, 
maturing over a period of 13 months from date of shipment. As security for these 
notes, the company retained a mortgage on the machine until payment was 
completed. 
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net worth amounted to $2,000,000, the net profit had to be un- 
usually large in order to yield a fair return to the stocldiolders. 

A uniform price was established for a machine and was quoted 
to all purchasers. When the sales were inadequate to dispose of 
the entire output of the Trim Wrapping Company, it sometimes 
made offers of 10% to 15% discounts to users of machines on the 
condition that additional orders be placed immediately. Suffi- 
cient sales ordinarily were made through such offers to maintain 
activity. When concessions were granted, however, it was 
almost impossible to re-establish the original price, and jt was 
necessary to quote the reduced price to other customers. 

In 1922, the plant was operating at approximately 80% 
capacity; about 200 men, 90% of whom were skilled designers 
or mechanics, were employed. It did not seem advisable to the 
Trim Wrapping Company to accept the suggestion made by the 
Try-A-Lite Match Company that an exception be made to the 
sales policy. By the adoption of such a procedure the former 
assumed the role of a contractor and was not in a position to 
derive the greatest profit from the patents which it held, nor 
from the reputation for service and reliability which it had 
established. The company was protected against losses by the 
terms of the offer, but it was not able to secure substantial 
profits. Consequently, the executives decided not to deviate 
from the regular practice. 

The Try-A-Lite Match Company then suggested that, al- 
though six machines probably were adequate to meet its require- 
ments, the Warren Match Company, which produced a similar 
5-cent package, might be induced to buy as many as 20 machines 
after the development was made. The estimated saving to be 
effected by the match-wrapping machine as computed by the 
Trim Wrapping Company was about $3,000 per year. On this 
basis, it could be sold for at least $4,000. The cost of the de- 
velopment was estimated at $5,500 and that of the manufacture 
of five additional machines, at $2,500 each. Thus, after allow- 
ing reserves for unsuccessful development and unsatisfactory 
machines, an order for six machines of the same type probably 
would net the company as much profit as could be secured if 
the same portion of the factory were used for another develop- 
ment. Since there was also a possibility of making a sale to 
the Warren Match Company, the Trim Wrapping Company con- 
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sented to undertake the development of the new machine for 
$4,000. It was guaranteed to be satisfactory and the Try-A- 
Lite Match Company agreed to order at least five more at the 
same price, if the first proved suitable. After the development 
was completed the company intended to make every effort to 
secure the Warren Match Company as a customer. 

32. BELMAR ELECTRICAL SUPPLY COMPANY — SALE OF AUTOMOBILE 
ACCESSORIES BY AN ELECTRICAL SUPPLY WHOLESALER 

In 1918, the Belmar Electrical Supply Company, situated in 
New England, decided to add storage batteries and rectifiers^ 
to the merchandise it sold. The exclusive agency for New 
England was secured from a manufacturing company which 
produced batteries and rectifiers of high quality. The demand 
for these products had increased from electrical contractors, 
electrical supply retailers, and garages. The Belmar Electrical 
Supply Company had been distributing a complete line of stand- 
ard electrical supplies until 191S through these outlets. 

In order to maintain a high reputation among its customers, 
it became apparent in 1919, that a service station was neces- 
sary for the repair of batteries and rectifiers. These products 
were not highly perfected and required skilful repair super- 
vision. There existed few battery service stations at that time. 
A service station was established, consequently, in the automo- 
bile district of the city in which the company was located. It 
was necessary to employ men who had had long experience in 
the storage battery business. It soon was discovered that bat- 
teries and rectifiers could be sold more easily from this service 
station, which was in close contact with the automobile trade, 
than from the main office of the wholesaler. Specialty salesmen 
were employed who had a thorough knowledge of storage bat- 
teries and rectifiers. The inventory of these products was kept 
at the service station and the station became a complete unit 
distinct from the other activities of the Belmar Electrical Sup- 
ply Company. 

In 1920, the company was offered three exclusive agencies 
for New England; a well-known make of tires, automobile 

'Rectifiers were used for transforming alternating to direct current for charging 
batteries. 
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chains, and brake linings. Several officers of the company held 
the opinion that since the operation of the service station was 
necessary, it could be utilized more completely by selling other 
products to customers who purchased storage batteries and 
rectifiers. The same specialty salesmen employed by the ser- 
vice station could be used for this purpose. 

The president of the company, however, was opposed to the 
policy of selling products of a different type from those ordi- 
narily distributed by an electrical supply wholesaler which could 
not be sold by the same salesmen to the firm’s customers. The 
president believed that a wholesaler should adopt a policy 
which resulted in the greatest economy to consumers. He main- 
tained that an electrical supply wholesaler was not able to dis- 
tribute automobile supply accessories as cheaply as one who 
specialized in those products. Although these tires, chains, and 
brake linings could be sold by the salesmen already employed 
in the service station to sell batteries and rectifiers, the addition 
of these accessories was another step which tended further away 
from the established business of the electrical supply whole- 
saler. The president held the opinion that the sale of automo- 
bile accessories was not likely to aid in selling electrical sup- 
plies. Since one sales force was employed to sell the standard 
products and another to sell the batteries, rectifiers, and acces- 
sories, it was improbable that the retailer would associate these 
two departments of the Belmar Electrical Supply Company. 
Other electrical supply wholesalers had adopted the policy of 
selling automobile accessories but the president deemed that 
this plan was not going to be successful over a long period of 
time. A profit might be indicated in a time of prosperity, but 
when a depression came, electrical supply wholesalers might 
have difficulty in competing with automobile accessory whole- 
salers who were more familiar with this trade. 

In spite of these objections, however, the possibility of re- 
ducing the overhead costs of the battery service station by the 
addition of this new merchandise, led the executives of the 
company to decide to act as exclusive agents for these chains, 
tires, and brake linings. Although these products were of a 
different type from those that always had been sold by the 
company, they were similar enough to the battery and rectifier 
business that had been established, to warrant their sale. No 
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definite quantity of purchases were required of the exclusive 
agent by the manufacturers, and the Belmar Electrical Supply 
Company had to make no commitments. The company decided 
to limit itself to these three articles and not to sell a further 
assortment of automobile supplies. 

In the summer of 1923, the company was of the opinion that 
although the policy had not resulted in substantial profits, the 
percentage of overhead of the service station had been reduced. 
The sale of standard installation products of the automobile 
trade had been increased slightly by this policy. The president 
stated that the successful trial of this plan justified its perma- 
nent adoption. 

33. SILLOTH WHOLESALE DRUG COMPANY — ADDITION OF JEWELRY 

TO OTHER MERCHANDISE SOLD BY A WHOLESALE DRUGGIST 

The Silloth Wholesale Drug Company is considered a leading 
drug wholesaler with national distribution. It had been one of 
the first to develop new types of merchandise to be sold to the 
drug trade. An increasing tendency had been developing for 
drug stores to sell types of “convenience” articles other than 
standard drug articles. This addition of merchandise had in 
some cases gone so far as to include “specialty” articles. The 
Silloth Wholesale Drug Company, for instance, had, in 1920, 
added phonographs and records to the merchandise it sold. 

In the summer of 1923 this company considered the inclusion 
of Italian bead jewelry in its merchandise. If the new product 
were placed in stock, it was planned to introduce it to the trade 
at an annual drug exposition held in September. Italian bead 
jewelry, such as necklaces, earrings, bracelets, and beaded bags, 
had become popular with the public during the previous year. 
A retail drug store was maintained in a neighboring city by the 
Silloth Wholesale Drug Company for the purpose of measuring 
directly the attitude of the public towards Silloth products. The 
company had tried the sale of this jewelry in its retail store. The 
trial was successful as indicated by the volume of jewelry sold 
and by the number of customers attracted to the store. 

The introduction of new types of merchandise was caused by 
two factors: first, the increase of competition among drug re- 
tailers had resulted in a lower margin of profit on standard 
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articles; second, drug stores could sell miscellaneous products 
to their regular clientele at lower prices than stores which spe- 
cialized in these products. For instance, the Silloth Wholesale 
Drug Company could sell to drug retailers an imported Italian 
bead necklace to retail at about $12. Such a necklace was sold 
in stores which specialized on this type of jewelry for about twice 
that amount. It was contended that the sale of additional mis- 
cellaneous articles reduced the overhead on each product, with 
the result that such articles could be sold at a lower price than 
in specialty stores. The margin of profit allowed by manufac- 
turers of such merchandise was larger than the margin of profit 
allowed by manufacturers of standard drug supplies. For this 
reason drug wholesalers were trying constantly, both for their 
own benefit and for the retailer’s benefit, to find new products 
which could be sold in drug stores. In addition to the profit 
offered on this jewelry, which was higher than that on drugs, the 
merchandise might serve as a novelty article or “leader” to draw 
people into the store who then might purchase other merchandise. 
Then, too, customers who entered the drug store to purchase a 
familiar product might be attracted by the jewelry display and 
make purchases of the latter. Another feature that lead the com- 
pany to favor adding jewelry to its merchandise was its desire to 
be considered by the retail trade as a leader among wholesalers. 
Several times the company had been the first to attempt a new 
type of product which later became a standard article in the 
drug trade. The company desired to maintain this reputation 
and to increase its prestige. No other drug wholesaler was sell- 
ing jewelry at this time. 

On the other hand, there were objections inherent in this plan. 
A considerable investment in inventory was necessary. A special 
department had to be organized to handle the jewelry. It was 
necessary to purchase the jewelry from Italy, and difficulties 
always were likely to arise in purchasing from such a distant 
market. The directors of the company were of the opinion that 
this type of jewelry was not a temporary style or fad and that the 
demand for it was permanent. There was the possibility, how- 
ever, that this opinion might be mistaken. The experience of the 
company in selling new products usually had been successful. 
The company had experienced difficulty in a depression in selling 
luxury articles, such as phonographs, which had been introduced 
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in a time of prosperity. When phonographs were sold in 1920, 
the demand of the public for them could not be met by the ex- 
isting channels of distribution, hence, any store which could pur- 
chase a supply could sell them successfully. When the business 
depression came in 1921 the demand for phonographs fell off to 
such an extent that the Silloth Wholesale Drug Company was 
unable to sell them. The company did not organize a special de- 
partment or employ special salesmen to sell phonographs. The 
experience with phonographs made the directors cautious in the 
purchase of new types of merchandise. 

It was also necessary for the retailers to make additional in- 
vestment in the jewelry, and it was necessary for them in turn 
to establish a special department. There always had been the 
obstacle of convincing retailers of the wisdom of selling new 
types of products, and should the company be unable to persuade 
the retail trade, inventory losses and a loss in prestige might be 
sustained. It was necessary for the company to purchase the 
jewelry outright and to carry it in stock before sales could be 
solicited. 

In spite of these objections, however, the experience of selling 
jewelry in the company’s experimental drug store was so success- 
ful that the directors decided to add jewelry to the products 
already carried. 

34. DORSEY WHOLESALE DRUG COMPANY— ADDITION OF SPECIALTY 
PRODUCT TO MERCHANDISE SOLD BY A WHOLESALE DRUGGIST 

In August, 1920, the Dorsey Wholesale Drug Company, sit- 
uated in Chicago, was offered the exclusive agency for six 
states by the Hector Phonograph Company. This company for 
several years had been manufacturing only phonograph cabinets. 
In the spring of 1920, the demand for phonographs was greater 
than existing manufacturers could meet and the Hector Phono- 
graph Company decided that the time was propitious to manu- 
facture a complete instrument. The company had not carried 
on any national advertising and was not well established in the 
trade. The company did not manufacture phonograph records. 
The Hector Phonograph was to sell at retail for prices varying 
from $75 to $265. 

There had been a tendency for several years for both whole- 
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sale and retail druggists to sell more varied types of merchandise. 
The increased competition among both wholesalers and retailers 
had become so keen that the margin of profit on standard drug 
supplies had been reduced. The tendency had been, therefore, 
for wholesalers to introduce products to retailers on which there 
was a more substantial profit for both. 

The executives of the Dorsey Wholesale Drug Company were 
of the opinion that phonographs were a suitable product to be 
sold by drug stores and that there existed on them a more satis- 
factory profit for the retailer than on standard supplies. Phono- 
graph records had been sold in drug stores for several years. 
The officers of the Dorsey Wholesale Drug Company judged 
that since the sale of phonograph records had been successful, 
phonographs also might be distributed through drug retailers. 
A few of the officers suggested that the phonograph was not a 
“convenience article” and, therefore, not suitable for distribution 
through drug stores. Other officers maintained that the demand 
for phonographs had become so great that they could be sold by 
any one who could obtain a supply. Manufacturers of estab- 
lished brands had accepted orders for phonograph deliveries six 
or eight months in advance; hence distributers could not secure 
immediate deliveries to meet the urgent demand of their cus- 
tomers. To the latter group of executives, therefore, the deter- 
mination of whether a phonograph was a “specialty” or “con- 
venience article” was not important, since the supply did not 
meet the public demand. An example was given of several 
wholesale druggists in other parts of the United States who had 
followed the policy of selling phonographs with unusual success. 
If phonographs were added to the other merchandise of the 
Dorsey Wholesale Drug Company, it was necessary to enlarge 
the line of credit extended to its customers because the unit of 
sale was high in comparison with standard drug supplies. The 
credit risks of the Dorsey Wholesale Drug Company were likely 
to increase. Furthermore the addition of phonographs made it 
necessary for the company to invest in a heavy inventory with 
the attendant risks of loss from a decline in prices. 

In spite of these objections, however, the executives were of 
the opinion that the phonographs could be introduced success- 
fully. It was decided, therefore, to take the exclusive agency 
for a four months’ trial beginning September, 1920. This period 
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extended over those months in the year in which sales in the 
drug trade were greatest. This trial period enabled the company 
to test the plan without committing itself to a long term contract. 
At first the policy seemed to be highly successful. In September, 
10 carloads of phonographs were sold and in October, 15 carloads 
were sold. In November, however, orders for only 15 machines 
were received. The demand for phonographs from retailers 
disappeared and business conditions in the drug trade as a whole 
became serious. The sales of September and October had led 
the company to place orders for a large number of phonographs 
in November, and it was left with heavy stocks on its hands. 
In January, when the trial period expired, the company did not 
sign a contract for a permanent agency with the Hector Phono- 
graph Company. The business crisis in the drug trade was the 
principal cause for the failure to make the sale of phonographs 
to drug stores profitable; the company also learned by its ex- 
perience that a special department and specially trained sales- 
men were necessary. Such a policy had been followed by west- 
ern wholesale druggists and they were able to continue to dis- 
tribute phonographs successfully. When business revived in 
the drug trade and more orders were received, the Dorsey 
Wholesale Drug Company was still averse to selling phono- 
graphs. The company did not deem the expense of a separate de- 
partment for phonographs justified since consumers had a dis- 
tinct preference for well-established brands. The exclusive 
agencies for these well-known brands had been given to other 
middle-western firms. 

E. RELATIONS WITH THE GOVERNMENT 

35. UNITED SHOE MACHINERY CORPORATION — LEASE SYSTEM^ 

The United Shoe Machinery Corporation, manufacturing a 
large part of the machinery used for attaching soles to uppers in 
shoe factories, leased seven of its most important machines to 
shoe manufacturers on condition that they pay royalties ranging 
from less than i per cent per pair to 4 cents per pair. This system 
of leasing originated when the sewing of shoes by machine began 
about i860 with the McKay sewing machine. A large sum of 

iCopeland, p. 241. 
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money had been spent in the development of this machine, and 
under the conditions then prevailing in the shoe industry, when 
shoes were made by hand in small establishments, no shoe manu- 
facturer, even though he had been willing to risk his capital in 
a commercially untried device, was in a position to pay for the 
McKay machine a price calculated to reimburse its manufac- 
turers for the expenses incurred in experimentation. 

The United Shoe Machinery Corporation, which developed out 
of the McKay business, manufactured several types of equip- 
ment for shoe factories, including machines for the manufacture 
of shoes by the McKay system, turn shoes, metal-fastened shoes, 
and shoes made by the Goodyear Welt Process. Goodyear Welt 
shoes were of the best quality, and the United Shoe Machinery 
Corporation specialized primarily on those machines. 

The company maintained an experimental department em- 
ploying several hundred people solely for the improvement and 
development of its machines. As an example of the attention 
given to inventions, approximately $1,000,000 was spent in ex- 
perimental work on a pulling-over machine, which pulled the 
upper leather over the last, before the machine was commer- 
cially successful. The pulling-over machine had 1,182 parts in 
the operative head, 862 of which moved in each operation. Like 
many other machines manufactured by the United Shoe Ma- 
chinery Corporation, the pulling-over machine required delicate 
adjustment. 

In all, the United Shoe Machinery Corporation manufactured 
over 350 machines, many of them designed for the supplementary 
and finishing operations incidental to the attachment of soles 
to uppers. About 200 of those machines were sold outright, or 
occasionally leased at the option of tlie user. Those that were 
sold outright did not require expert attention in upkeep. 

Of the seven machines that were leased on a royalty basis, 
the two most important were the Goodyear Welter and Stitcher. 
These machines always were leased together. The leases of the 
United Shoe Machinery Corporation were for 17 years. They 
required that the shoe manufacturer use the machines as nearly 
to capacity as possible and also that the company might inspect 
the machines at any time and at its own option replace any 
machine without expense to the shoe manufacturer. The leases 
further required that repair parts should be purchased from the 
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United Shoe Machinery Corporation. The company occasionally 
shifted machines from one factory where they were not being 
used to full capacity to another factory which needed additional 
equipment. 

The reasons for the continuance of its leasing system were 
stated as follows in 1923; 

The field for the use of such machinery as that manufac- 
tured by the United Shoe Machinery Corporation was limited. 
In the United States, for instance, somewhat over 300,000,000 
pairs of shoes were manufactured annually in the plants of ap- 
proximately 1,300 manufacturers. Each of the machines made 
by the corporation had a daily capacity of from 150 to 7,000 
pairs. Thus 1,000 machines with a capacity of 1,000 pairs daily 
working 300 days per year would have been sufficient to meet do- 
mestic requirements. In consideration of the limited field and 
the high cost of developing the machines, the United Shoe Ma- 
chinery Corporation could not have afforded to spend large 
sums in development and improvement had it not been for the 
existence of the leasing system. Under the leasing system, how- 
ever, it was to the material interest of the company to develop 
new improvements. 

There were from 100 to 160 operations in manufacturing a 
shoe. These were successive processes in which as many as 70 
machines operated consecutively on the same piece of leather. 
An even flow of work through the factory was essential to main- 
tain the temper of the leather. Since the operations were suc- 
cessive, the breaking down of any machine stopped the whole 
flow of work. Because of the large number of delicate parts in 
the principal machines and the necessity of their being adjusted 
to a nicety, quick and competent service was a prime essential. 
Only a large shoe manufacturing company would have been in 
a position to maintain a service department capable of keeping 
the machines running smoothly at all times. Under the leasing 
system all service and repair requirements were taken care of 
promptly by the United Shoe Machinery Corporation through its 
service departments in each of the shoe manufacturing districts. 

Most of the machines that were not sold performed auxiliary 
and supplementary operations and were furnished without 
charge to shoe manufacturers using the royalty-paying machines. 
The auxiliary machines enabled faster and better production 
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and were to be used only in connection with the Goodyear Welter 
and Stitcher. The use of such auxiliary machines in connection 
with machines made by any other manufacturer was subject to 
a royalty so high as to be virtually prohibitive. For instance, 
the United Shoe Machinery Corporation developed a heel-com- 
pressing machine and a trimming machine to be used on Good- 
year Welt shoes in connection with its heel-attaching machine. 
Shoe manufacturers were enabled to secure better results and a 
larger output from the heel-attaching machine by the use of 
the auxiliary devices. 

Other machines, such as metal fasteners and eyelet machines, 
were furnished to shoe manufacturers on condition that supplies 
for those machines be purchased only from the United Shoe Ma- 
chinery Corporation. The prices of the supplies included the 
royalty. There were two reasons why the United Shoe Ma- 
chinery Corporation preferred to use these terms for such ma- 
chines. In the case of metal fasteners, for instance, the machines 
were complicated, and it was necessary that the screw wire be 
exactly the right size thread and of the right malleability so that 
the machine would operate properly. The same was true of the 
eyelet machines. The eyelets were fed through a raceway, and 
a delicate adjustment of the machine required a high degree of 
accuracy in the materials. In order that a large output of work 
might be secured from such machines, the United Shoe Ma- 
chinery Corporation desired to retain control of the materials 
used. In the second place, the most accurate way to measure 
the amount of work done by such machines was the amount of 
material used, since the number of slugs put in the heel of a 
shoe, for example, varied according to the style of shoes produced 
by the manufacturer. Thus, the most convenient method of col- 
lecting a royalty proportionate to the amount of work actually 
performed by those machines was the inclusion of the royalty 
in the price of the supplies. There was no charge for those ma- 
chines other than the royalty included in the price of the ma- 
terials. Other materials made by the United Shoe Machinery 
Corporation were sold on the ordinary commercial basis in com- 
petition with other supply manufacturers. 

The leasing system of the United Shoe Machinery Corporation 
was the subject of prolonged litigation under the Sherman and 
Clayton Acts. It was attacked by the Government as const! tut- 
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ing undue restraint of trade and tending toward a monopoly. 
In the cases brought under the Sherman Act, the decision was in 
favor of the United Shoe Machinery Corporation. On April 17, 
1922, however, the United States Supreme Court, in reviewing 
the decision of a lower court in a case brought against the United 
Shoe Machinery Corporation under the Clayton Act, handed 
down a decision adverse to the United Shoe Machinery Corpora- 
tion. The decision prohibited the United Shoe Machinery Cor- 
poration from compelling by lease agreement the exclusive use 
of its machines and from enforcing an alternative royalty clause, 
found to be prohibitive, upon all footwear manufactured in 
factories where machines of competitors also were used. The 
decision also held invalid the agreement by which the company 
required manufacturers using specified machines to purchase 
supplies from it. 

36. JOHN W. BOILEAU ET AL. VERSUS PITTSBURGH & LAKE ERIE 
RAILROAD COMPANY ET AL.' — ^FIXING OF FREIGHT RATES 
BY ADMINISTRATIVE BODY 

Rate of 88 cents per net ton for the transportation of bituminous 
coal in carloads from the Pittsburgh, Pennsylvania, district to Ashtabula 
Harbor, Ohio, when for transshipment by vessel on the Great Lakes to 
points beyond, found to be unreasonable and rate of 78 cents prescribed 
for the future. 


REPORT OF THE COMMISSION 

Meyer, Commissioner 

This proceeding brings in issue the freight rate of 88 cents 
per net ton for the transportation of bituminous coal in carloads 
from the Pittsburgh, Pennsylvania, district to Ashtabula Harbor, 
Ohio, for transshipment by vessel on the great lakes to points be- 
yond. This, in common with coal transported between other pro- 
ducing points and lake ports, is known as “lake-cargo coal” and 
moves only during the period of open navigation. 

The original complaint was filed on February 15, 1911, in 
complainant’s own behalf and in behalf of shippers of lake coal 
from the Pittsburgh district. The complainant is a resident of 
Pittsb urgh, engaged in the business of buying and selling coal 

132. I. C. C. 640; submitted March 2, 1912; decided March ii, 1912. The map 
on page 529 is reproduced from Lake Cargo Coal Rates, 46 I. C. C. 159 (1917). 
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lands and property for himself and others. On May 13, 1911, a 
petition of intervention was filed by the Pittsburgh Coal Com- 
pany, a corporation engaged in the business of mining and ship- 
ping coal from the Pittsburgh district, which adopted the original 
complaint as a part of its petition. 

On August 19, 1911, the receivers of the Wabash Pittsburgh 
Terminal Railroad Company filed, on behalf of that carrier, a 
petition to intervene as a party defendant. Traffic originating 
on the line of this defendant and its subsidiary, the West Side 
Belt Railroad, moves to Ashtabula in connection with the Wheel- 
ing 8z Lake Erie Railroad. The other defendants, seven in num- 
ber, are included within the New York Central and the Pennsyl- 
vania Railroad systems and form two lines of shipment between 
the points in question. 

The Pittsburgh district embraces, generally speaking, territory 
within a radius of 40 miles from the Pittsburgh courthouse. 
Known geologically, it is the Pittsburgh bed of coal which ex- 
tends into southwestern Pennsylvania, eastern Ohio, and north- 
ern West Virginia and includes about 300 mines. 

The general allegations of the complaint are that the aforesaid 
rate of 88 cents is excessive and unreasonable in and of itself; 
that it is discriminatory and constitutes an undue preference and 
advantage to the shippers of other localities over those of the 
Pittsburgh district and subjects said district to undue and un- 
reasonable preference and disadvantage; and that a reasonable 
rate will not exceed 50 cents per ton. It is specifically asserted 
that the present rate has been fixed by agreement among the rail- 
roads so as to discriminate against the Pittsburgh field in favor of 
the West Virginia fields; that the cost of producing coal is con- 
siderably greater in the Pittsburgh mines than in the West Vir- 
ginia mines and that under the influence of existing freight rates 
the latter mines have increased their production proportionately 
more rapidly. In their brief the complainants summarize their 
position as follows : 

They are entitled to a fair and reasonable rate from the Pittsburgh 
district to Ashtabula Harbor, considered with reference to the cost of the 
service and the value of the service; the rate now in effect, when viewed 
in the light either of the cost to the carrier of hauling the coal or the 
value of the service rendered to the shipper or to the consumer, is extor- 
tionate; and there are no other considerations which might enter into the 
determination of a fair rate which would justify the rate in question. 
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Figure 41: Lake Cargo Coal Groups 


The defendants deny the allegations of the complaint and con- 
tend that the rate in question is reasonable. 

Testimony in this proceeding was taken by the Commission on 
five separate occasions; extensive briefs have been filed and oral 
argument made by the interested parties. The voluminous rec- 
ord thus submitted contains much information that is helpful 
to a determination of the issues involved. 

The coal moving over the New York Central lines from the 
Pittsburgh district to Ashtabula is transported practically in solid 
trains. Throughout the Pittsburgh district are various points on 
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the Pittsburgh & Lake Erie road known as assembling yards. 
The empty cars are distributed to these yards and thence 
switched out to the mines. After loading, the cars are moved 
back to the assembling point and there made into solid trains for 
road service. The movement to Ashtabula is via the Pittsburgh 
& Lake Erie Railroad, Lake Shore Junction (Youngstown, Ohio), 
and Lake Shore & Michigan Southern Railway in trains averag- 
ing 65 cars each of 42 to 44 tons per car. 

The coal moving via the Pennsylvania lines originates on the 
Pittsburgh, Cincinnati, Chicago & St. Louis Railroad, the 
Monongahela and Pittsburgh divisions of the Pennsylvania Rail- 
road, and the West Pennsylvania Railroad. It passes from the 
initial lines to the Pittsburgh, Fort Wayne & Chicago Railway 
and Pittsburgh, Youngstown & Ashtabula Railway, which trans- 
port it to Ashtabula. All of this traffic moves via Conway, Ohio, 
which is a very large yard and an assembling point for freight 
consigned to various destinations. The general superintendent 
of these lines testified that the movement into Conway is “not 
at all exclusively” solid train loads, and that his road makes no 
effort to move it in that manner. He further stated that from 
Conway to Ashtabula the average train load of lake coal con- 
tained about 40 cars, with an average tonnage of from 40 to 44 
tons each. 

While Ashtabula is distant from Pittsburgh proper only 124.6 
miles via the Pennsylvania lines and 128.1 miles via the New 
York Central lines, the average distance from the district was 
stated by the assistant freight traffic manager of the Pennsylvania 
lines to be 148 miles via his lines and 152 miles via the New York 
Central lines. These figures, however, are based exclusively on 
mileage and take no account of the tonnage from the different 
mines. Upon the latter basis, by computing the actual railroad 
mileage and the actual tonnage from each mine, the weighted 
average distance is approximately 148 miles. This corresponds 
with the mileage given in a statement filed by the Pennsylvania 
Company in Investigation and Suspension Docket Number 26, 
the West Virginia Lake-Coal case, 22 I. C. C. Rep. 604, and will 
be used in this case as the distance a ton of lake coal is trans- 
ported from the Pittsburgh district to Ashtabula, although our 
general conclusion would be no different if “straight” averages 
were to be used. 
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During the past ii years the rate from the Pittsburgh district 
to Ashtabula Harbor, free on board cars there, has increased 1 5 
cents, as follows: 



Table 38 — Increase in 

Freight Rates, 1901-191: 


Year 

Rate per 
Net Ton 
Cents 

Year 

Rate per 
Net Ton 
Cents 

1901 

73 

1907 

. 88 

1902 

73 

1908 

, 88 

1903 

83 

1909 

. 88 

1904 

83 

igio 

. 88 

1905 

1906 

83 


88 

83 




Owing to the prevalence of rebating prior to the amendments 
of 1906 to the act to regulate commerce, it was urged that little 
reliance can be placed upon the accuracy of this rate as an indi- 
cation of the actual charge for transportation during that period. 
From 1887 to 1900 the rate fluctuated — being successively $1, 
$0.90, $0.85, $0.90, $0.70, and $0.80 — and a Pittsburgh operator 
testified that it was commonly understood by all shippers that 
there was a refund from this published rate to the lake shippers. 

While the rate increased 20%, the increase from 1901 to 1910 
in tonnage of lake coal received over defendants’ lines at Ashta- 
bula was approximately 320%, as shown by the following table; 


Table 39 — Increase in Tonnage Shipped, 1901-1910 


Year 

Coal 

Shipped 

Net Tons 

Year 

Coal 

Shipped 

Net Tons 

1901 


igo6 . . . . . 

2,619,483 

T9O2 

1,405,205 

1907 

3,235,538 

1903 


igo8 

3,027,538 

1904 


1909 

3,167,851 

1905 

2,051,152 

1910 

5,573,392 


Practically all of this tonnage originated in the Pittsburgh dis- 
trict, the record showing that for the year 1910, 4,814,526 tons 
moved over defendants’ lines, of which the New York Central 
lines transported 2,221,312 tons and the Pennsylvania lines 
transported 2,593,214 tons. This movement, being restricted to 
the period of open navigation, was from about May i to Novem- 
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her 15, a fact which makes the traffic desirable alike to the pro- 
ducers and the carriers. It comes at a time when the movement 
for domestic use has fallen off and when equipment is required 
at Ashtabula to transport the great volume of iron ore. 

It is the contention of complainants that this ore movement is 
an important factor in the consideration of the cost of hauling the 
coal because it serves to remove the expense of any back haul 
of empty cars. An exhibit submitted by the deputy collector of 
the port of Ashtabula shows that in 1909 a total of 9,027,237 
net tons and in 1910 a total of 10,751,599 net tons of ore were 
received at that point. It was testified that this tonnage was 
shipped over the lines of defendants as far as Youngstown, Ohio, 
and that about 60% of the movement via the New York Cen- 
tral lines was to the Pittsburgh district. The general superinten- 
dent of the Pennsylvania lines stated that in 1910 his lines moved 
out of Ashtabula 79,592 carloads of ore. If, as before shown, 
the same lines moved into Ashtabula, in 1910, 2,593,214 tons of 
coal, it appears that on basis of his estimate of from 40 to 44 tons 
of coal per car the number of cars of lake coal hauled from the 
Pittsburgh district to Ashtabula by the Pennsylvania lines was 
about 61,000, or over 18,000 cars less than the number of cars 
used in the ore movement from Ashtabula via the same lines. 
On behalf of the carriers it was suggested that the ore and coal 
movements not being strictly contemporaneous there resulted a 
corresponding amount of back haulage. However, it is undis- 
puted that the volume of ore and coal tonnage is heavy during the 
open lake season and that each constitutes, in a measure at least, 
a back haul for the other; and since the ore tonnage is much 
greater than the lake-coal tonnage, there would appear to be 
ample ground for the assertion that there can be empty haulage 
for only a small part of the cargo coal, due possibly to the con- 
tingencies attendant upon vessels going and coming. 

Much stress is laid by complainants upon the charge that by 
agreement among the railroads the rate of 88 cents was fixed so 
as to discriminate against the Pittsburgh field in favor of the 
West Virginia fields and that this rate is not the result of normal 
competition between the railroads running from the Pittsburgh 
district to Lake Erie or between those roads and others serving the 
West Virginia districts. It is a matter of record that the custom 
had obtained for many years for the representatives of the initial 
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carriers of lake-cargo coal from Pittsburgh, Ohio, and West Vir- 
ginia districts to meet and determine what rates should prevail 
from the mines to the Lake Erie ports. The rates so fixed from 
the West Virginia districts until March i, 1912, follow: 


Table 40 — Freight Rates from West Virginia Districts 


District 

Rate per 
Net Ton 
Cents 

Differential in 
Favor of Pittsburgh 
Cents 

Pittsburgh, Pa 

88 


Pocahontas, W. Va 


24 

Kanawha, W. Va 

97 

9 

Fairmont, W. Va 




On basis of the average distance to all lake ports given in de- 
fendants’ brief (not the weighted average) the ton-mile revenue 


accruing to the carriers under these rates 
Table 41 — ^Ton-Mile Revenue 

is as follows: 

TO Carriers 

District 

Distance 

Miles 

Ton-Mile 

Revenue 

Mills 

Pittsburgh, Pa 

. . . 160 

S-5 

Pocahontas, W. Va 

• • 434 

2.8 

Kanawha, W. Va 

. . . 400 

2.4 

Fairmont, W. Va 

. . . 248 

3 ’9 


It will be seen that the carriers in fixing the rates from these 
competing mining districts practically disregarded distance as well 
as the fact that the rail competition from the Pittsburgh district 
to Lake Erie may be expected to be, under competitive condi- 
tions, much greater than from any of the West Virginia fields. 
In March, 1909, the traffic managers of the interested lines, at a 
meeting in New York, decided to increase the differentials be- 
tween the Pittsburgh and West Virginia fields by advancing the 
Pocahontas and Kanawha rates 9^ cents each and the Fairmont 
rate sH cents. This proposed change was first enjoined by a 
court and later suspended by this Commission. The propriety 
of the increased rate was passed upon in the Wesi Virginia Lake- 
Coal case decided concurrently herewith, 22 I. C. C. Rep., 604, 
and the report therein is referred to for a statement of the con- 
ditions prevailing in the West Virginia fields.^ 

The Commission here considered the rates on lake cargo coal from the Fair- 
mont, Kanawha, Thacker, New River, and Pocahontas districts in West Virginia. 

(Foot7iote continued on page 534) 
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For 10 years prior to March i, 1912, the differentials before 
shown were unchanged. Under this relation of the rates the coal 
tonnage from the West Virginia mines to the lake ports has in- 
creased from 739,011 tons in 1901 to 7,279,384 tons in 1911, or 
an increase of approximately 885^, while the tonnage from the 
Pittsburgh district to the lake ports has increased from 2,704,059 
tons in 1901 to 10,197,127 tons in 1911, or an increase of approxi- 
mately 277%. During the same period West Virginia’s propor- 
tion of the total lake-cargo coal shipped from the Pennsylvania, 
West Virginia, and Ohio districts increased from 14.13% to 
about 34.19%, while the proportion shipped from the Pittsburgh 
field decreased from 51.69% to about 46.50%. 

That this rate adjustment is not justified by any difference in 
the expense of producing coal is established by the testimony, 
which shows that it costs considerably more to mine a ton of 
coal in the Pittsburgh district than in West Virginia. The figures 
submitted by the Pittsburgh Coal Company, one of the largest 
shippers in the district, show that the total cost of production, 
including all overhead charges, of a ton of run-of-mine coal in 
1905 was 89.43 cents, and in 1910 it was 97.82 cents, while the 
cost of three-quarters coal, which forms the greater part of the 
lake-cargo coal, is estimated at 10 cents additional. As against 
these costs, the testimony is that the West Virginia operators can 
and do sell at a profit their run-of-mine coal for as low as 65 
cents per ton and their three-quarters coal (Fairmont) for 68 
cents. It would seem to be safely within the range of actual ex- 
perience as reflected in the various exhibits submitted in this case 
to say that it costs from 80 cents to $i in the Pittsburgh district 
and from 50 to 60 cents in the West Virginia districts. In both 
fields instances are recorded which lie outside of this range. 

A comparison of the rates from West Virginia and Pittsburgh 
to other markets supports complainants’ contention that no ad- 

(Footnote continued from page S33) 

The carriers serving the districts named proposed, by tariffs duly filed, to increase 
their rates 3H cents from the Fairmont district and cents from each of the 
other districts. In that case it found that the increased rates from the Pocahontas 
and Thacker fields proposed by the Norfolk & Western Railway were justified, but 
that as to the Chesapeake & Ohio, the Kanawha & Michigan, and the Baltimore & 
Ohio railways no showing was made which would justify us in holding that the 
proposed increased rates from the Fairmont, Kanawha, and New River fields were 
just and reasonable. While the Increased rates proposed by the Norfolk & Western 
were approved, the tariffs carrying such increases were withdrawn and the rates in 
force prior to the proposed increase were reestablished. 
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vantages were given by the carriers to Pittsburgh operators to 
offset the lower basis from West Virginia to the lake. On coal 
shipped to the Atlantic seaboard for transshipment, the ad- 
vantage in rates is with West Virginia, although in some instances 
it is not so accessible to the market. The following table shows 
some of the rates to tidewater, outside the capes, from Pittsburgh 
and other districts; 


Table 42 — Freight Rates 


District 

Port 

Dis- 

tance 

Railroad Miles 

Rate per 
Rate per Ton per 
Net Ton Mile 
Mills 

Pittsburgh 

, . Curtis Bay 

..Baltimore & Ohio.. 299 

fpT .?,R 

4.28 

New River 

. , Newport News . 

. .Chesapeake & Ohio. 426.8 

1.23 

2.93 

Clinch Val. No, 2 

. , Lamberts Point . 

. .Norfolk & Western. 438.3 

I.2S 

2 73 

Latrobe 

, . Canton Piers ... 

, . .Pennsylvania 291 


361 

Kanawha No. 3. 

. .Newport News . . 

. .Chesapeake & Ohio. 331 

1-34 

2.43 


In defending the rate of 88 cents to Ashtabula, which affords a 
ton-mile revenue of 5.94 mills under the weighted average dis- 
tance of 148 miles, and approximately 5.87 mills under the 
straight average mileage stated in defendants’ supplemental 
brief, the counsel for defendants rely upon twelve decisions 
wherein the Commission fixed rates on coal yielding per ton-mile 
revenues of s mills and upward. These rates apply between 
points such as Duluth to St. Paul; Chicago to Fort Dodge, Iowa; 
Oklahoma and Arkansas to Texas and Louisiana points; Wyo- 
ming points to Idaho points, and so forth, and the circumstances 
and conditions surrounding the traffic are so dissimilar in essen- 
tial respects to the transportation from Pittsburgh to Ashtabula 
that it is difficult to see how these cases can be of assistance to 
the Commission in the present proceeding. 

Chapter one of the argument in defendants’ brief is devoted to 
an effort to show that “a higher rate for the identical service per- 
formed less efficiently has been approved by the Commission” in 
the case of Imperial Coal Co. v. P. & L. E. R. R. Co., 2 I. C. C. 
Rep., 618. This case was decided on March 23, 1889, within 
two years from the effective date of the original act to regulate 
commerce. That conditions have materially changed since that 
time is demonstrated by the fact that in 1890 the freight density 
per mile of line operated of the Pittsburgh & Lake Erie Railroad 
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was 2,324,243 ton-miles as against 9,224,394 ton-miles in 1911, 
while the operating expense per ton-mile of that road decreased 
from approximately 6.58 mills in 1890 to less than 4 mills in 
1911. 

We have already given figures showing the increase in the 
lake-coal tonnage from the Pittsburgh district. Taken at their 
face value, without reference to other data, they would appear to 
suggest undoubted prosperity in the coal industry in that district. 
By comparison with the figures representing lake tonnage from 
the West Virginia district it will be observed that there has been 
relative retrogression and corresponding lack of prosperity. Not 
only in the instant case, but also in other proceedings now pend- 
ing or recently decided, the position was quite generally taken by 
witnesses representing the mining interests that lake-cargo coal 
must to some extent be looked upon as surplus product which 
enables the operators to keep the mines in operation for a greater 
number of days in each year, to maintain their business organiza- 
tion intact, to hold the miners together, and to enable them to 
earn living wages. Defendants laid some stress upon the in- 
creased intensity of competition among the various coal fields, 
especially between the Pittsburgh and West Virginia fields. A 
general survey would strongly support this view. It is unques- 
tioned that wages and the standard of living in the Pittsburgh 
district are generally higher than in most of the West Virginia 
districts, and that the cost of mining as a whole in the former 
district is greatly in excess of the cost in the latter, the exact 
extent of which is indicated in tables hereinafter given. What- 
ever weight it may be permissible under the statute to give to 
considerations of this kind in the determination of a question 
like that presented here, it would seem that wages of miners and 
their standard of living should be kept in view, and that great 
issues affecting them should not be decided without at least 
bringing their interests into the horizon of consciousness. Coun- 
sel for defendants argued that the profits of operators should 
be considered in this case. We interpret his argument to mean 
that all the conditions of every kind whatsoever surrounding this 
coal industry, which may be directly or indirectly affected by the 
rates, such as the profits of the operators and carriers, the wages 
and standard of living of the miners and railway employees, 
may be rightfully considered. Whatever legal limitations may be 
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imposed upon this view by the act to regulate commerce as at 
present interpreted, from the point of view of public policy and 
humanity, considerations like those adverted to by counsel should 
most assuredly not be ignored. 

The actual condition of the operators in the Pittsburgh dis- 
trict was described in great detail and some question was raised 
regarding the accuracy of the situation as depicted. Detailed 
exhibits relating to items of expense in mining, wages, prices, and 
so forth, were introduced. After giving due consideration to the 
doubts cast upon their actual condition we are inclined to think 
that when witnesses and counsel for complainant said that gen- 
erally speaking the operators in the Pittsburgh district were now 
standing with “their backs against the wall” and “struggling for 
existence,” the situation was possibly not greatly exaggerated so 
far as this record discloses. 

Not only in the Pittsburgh district, but in the Ohio districts — 
controversies regarding which are now pending before the Com- 
mission, and voluminous testimony with respect thereto already 
submitted — the desire to keep down the cost of mining has ap- 
parently resulted in wasteful mining operations, and to that ex- 
tent has forever deprived the world of that much of its fuel sup- 
ply. There is presented here, therefore, a problem in conserva- 
tion of the most practical character, commented upon in the rec- 
ord at length, yet quite out of the range of our powers under the 
act to regulate commerce. 

To reinforce what has been said with respect to mining con- 
ditions in the Pittsburgh district we give below a few compari- 
sons based upon the testimony and exhibits in this case: 


Table 43 — Analysis of Cost of Production, 1905-1910 


Item 

1905 

1906 

1907 

1908 

1909 

igio 

Labor 

.$0.6125 

$0.6374 

$0.6696 

$0.6782 

$0.6704 

$0.7187 

Supplies 

.0805 

.0791 

.0942 

.0983 

.0794 

.0858 

Fuel 

. .0160 

.0138 

,0170 

.0205 

.0194 

.0191 

Cost at mine 

.$0.7090 

¥0.7303 

$0.7808 

$0.7970 

$0.7692 

$0.8236 

General office expense. . , . 

.$0.0347 

$0.0279 

$0.0306 

$0.0431 

$0.0391 

$0.0360 

Taxes, etc 

. .0414 

.0293 

.0354 

.0432 

.0382 

•0355 

Depreciation 

• .0379 

.0326 

.0241 

.0294 


.0273 

Royalty 

. .0713 

.0736 

.0828 

.0863 

.0674 

•0558 

Total overhead charges e 







elusive of bond interest 






and dividends 

..$0.1853 

$0.1634 

$0.1729 

$0.2020 

$0.1727 

$0.1546 

Total cost 

.$0.8943 

$0,8937 

$0.9537 

$0.9990 

$0.9419 

$0.9782 
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Table 44 — Cost of Coal on Cars — West Virginia 


Item Per Ton 


Cost at face — average of 12 mines $0.2024 

Labor ($0.2046 less $0.0682) 1364 

Supplies — same as Pittsburgh 0941 

Fuel— same as Pittsburgh .0185 

Total $0.3414 


Table 45 — ^West Virginia’s Advantage in the Cost 
OF Machine Mining 


Item Cost per Ton Difference 


Coal from s to 6 feet: 

Pittsburgh $o-S42S 

Kanawha — 

Eagle seam 3531 $0.1894 

Boomer and other 3030 .2373 

Cabin Creek 2830 .2393 

Pocahontas-West Vivian 2883 2540 

Island CreeU-Holdcn 2491 .2934 

New River-Thayor 4140 -1283 

Coal River district.. 3166 ,2239 

Coal from 7 to 8 feet: 

Pittsburgh 434° 

Fairmont— 

Mongah mine No. 8 2714 .1826 

Gypsy mine 2633 .1907 

Federal Coal Co 2991 ,1349 

Coal River district; Dorothy 3:66 .1374 

Pocahontas district: Pocahontas Coal Co 2168 .2372 


Turning now to tlie condition of the carriers defendant in 
this case we call attention to a table (Table 46) which has been 
compiled from the annual reports filed with this Commission. 
This table shows in a general way the financial condition of each 
of the defendants under rates in force during the years named. 

In the West Virginia Lake-Coal case, supra, there were intro- 
duced in evidence by defendants not only extensive data bearing 
upon the cost of transportation, but equally extensive investiga- 
tions were conducted at the instance of the Commission. The 
statistical compilations thus obtained show in great detail the 
assembling and other termmal costs connected with the trans- 
portation of lake-cargo coal, as well as the line or movement ex- 
penses. In the instant case one comprehensive volume of 134 
printed pages was introduced by a witness for complainant, 
showing in careful detail the manner in which the various pri- 
mary accounts had been treated, and what statistical processes 





Table 46 — ^.Ann 
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Table 47 — Estimated Operating Expense per Ton for 148 
Miles, Average for All Freight, for Fiscal 
Year Ending June 30, 1911 

Pittsburgh Lake Pennsyl- 
Item & Lake Erie Shore vania Co. 


Percentages products of mines are of tons carried 77.21 S7-87 72.99 

Average haul, miles 64.25 167.14 80.72 

Average tons per train 1,214 603 487 

Operating expense per ton for average haul ; 

Maximum, cents 23.85 63.25 32.22 

Minimum, cents 20.22 49.71 27.28 

Allowing 10 cents as independent of distance, the 
road expense is: 

Maximum, mills 2.156 3.186 2.753 

Minimum, mills 1.592 2.376 2.141 

Total operating expense for 148 miles, per ton: 

Maximum, cents 41.91 57.45 50.74 

Minimum, cents 3355 4516 41.69 


had been subsequently resorted to in arriving at the cost of 
transporting lake-cargo coal over some of the defendants’ lines. 
A witness for the interveners testified in much detail regarding 
the cost of assembling coal in the Pittsburgh district and related 
items based upon coal-company experience. The testimony of 
these two witnesses is mutually supplementary and throws much 
light upon the expense of transporting coal from the Pittsburgh 
district to Ashtabula. We have supplemented the analyses made 
by the various witnesses in these different coal cases by inde- 
pendent tests of our own. In one of these processes we made two 
general assumptions — (i) that all branches of the defendants’ 
business yield an equal percentage of net revenue, and (2) that 
the operating ratio of all branches except freight is 100%, and 
that, therefore, freight yields the entire net revenue earned by the 
carriers. It is obvious that the figures which are based upon 
the assumption that the freight branch of the business yields the 
entire net revenue results in figures representing the minimum 
freight cost, while the other set, based upon the assumption of 
equal net revenues in all branches, results in maximum figures. 
These comparisons seem to show that the cost statistics sub- 
mitted by complainants are quite within the range of actual ex- 
perience if the coal traffic to the lake is considered by itself 
without reference to the traffic as a whole, but that they lie very 
near the minimum, if not below, rather than the average or the 
maximum. In one instance our check of figures would seem to 
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suggest that the minimum had been closely approximated, while 
in a part of another calculation the maximum had been some- 
what exceeded. 

Table 47, on the opposite page, indicates the maximum and 
minimum freight costs referred to above. 

Taken all together these different statistical results point in the 
same direction and tend to show that the operating expense of 
transporting Pittsburgh coal to Ashtabula is probably less than 
one-half of the present rate of 88 cents. 

Early in the hearing, petitioners submitted a series of requests 
for statistical information. During the course of the hearing and 
again at its close some of these requests were repeated, in groups 
or in their entirety. They included requests for copies of de- 
fendants’ annual reports to their stockholders for the years 1909 
and 1910, and, viewed generally, they related to such matters as 
tonnage involved, the number of men and their wages concerned 
in the assembling and movement of lake coal, empty-car move- 
ment, and so forth. After considering carefully all the informa- 
tion available in connection with the West Virginia cases, the tes- 
timony and exhibits of the various witnesses in the instant 
proceeding, and the data contained in the annual reports filed by 
the defendant carriers with this Commission, we did not feel justi- 
fied in putting defendants to the trouble and expense of furnish- 
ing the information called for by the petitioners. During the 
course of the hearing, and while some of these requests were 
urged with particular force, we made a careful estimate of the 
amount of time and money which compliance with such requests 
would involve. While some of them would have cost very little or 
nothing, all of them taken together would have involved the ex- 
penditure of a very substantial sum of money. It is a fact that 
the defendants practically ignored all testimony bearing upon the 
cost of conducting this business, except for general allegations of 
counsel upon the argument that he was not at all clear that ex- 
penses did not increase with improved facilities. If, contrary to 
general impression and logical expectation, a more highly de- 
veloped and better equipped railway cannot do business on as low 
a basis per unit of traffic as a railway less developed and with 
poorer equipment, that conclusion should be clearly and unmis- 
takably demonstrated and proved, and not be accepted on vague 
impressions or general allegations before consequential action is 
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taken based upon it. Since some of the information requested 
by the petitioners bearing upon the cost of conducting transpor- 
tation in the coal trade could have been furnished without ap- 
preciable trouble or expense, it must be presumed that the de- 
fendants realized the futility of -defending the 88-cent rate by 
reference to the cost of conducting the business to which the 88- 
cent rate applies. Whether this was the view of the carriers or 
not, such is the fact. Every combination and analysis of figures 
which has been, and we believe can be, legitimately made, or 
with any degree of propriety applied, points unmistakably to a 
cost of transportation much too low to serve in the slightest de- 
gree to defend the 88-cent rate. 

To be sure, costs do not determine rates ; yet most rates have 
within them as a constituent the element of cost. Cost is gen- 
erally an important element in arriving at a judgment with re- 
spect to a rate. What weight shall be given to that element as 
compared with all the other elements entering into a particular 
rate, such as the value of the service, with its bundle of con- 
stituents, and the various conditions surrounding the particular 
traffic, is a matter to be decided in each individual case. Ques- 
tions regarding the calculation of the cost of service and the 
weight to be given to such cost suggest controversies which are 
as old as the railway itself. As between the two cardinal prin- 
ciples of rate making — the cost of the service and the value of 
the service — the first is decidedly more capable of exact de- 
termination and mathematical expression than the latter. If, as 
some would have us believe, no measure has yet been discovered 
for ascertaining the cost of the service, what measure is there 
suggesting anything definite and tangible and sufficiently prac- 
tical in its application to carry conviction which can be applied to 
the value of the service? By which, after all, we mean to say 
little more than that the cost of the service is ascertainable with 
much more precision and capable of more tangible expression 
than the value of the service. Nevertheless both cost and value 
must be considered as well as all other elements entering into a 
rate. 

As the annual reports to Congress demonstrate, this Commis- 
sion has for many years felt the necessity of having information 
regarding the value of the physical properties of the carriers in 
the United States as an element in the valuation of their entire 
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propefties. The want of this information is a serious handicap 
in the proper consideration and disposition of the instant case. 
There is before us nothing whatsoever upon which we could with 
any degree of confidence arrive at an approximation of the value 
of the property devoted to the public use and upon which these 
carriers are entitled to a fair rfeturn and to which the lake-cargo 
coal traffic should make its fair and just contribution. To be sure 
we have before us figures representing the aggregate outstanding 
bonds and stocks, but it is well understood that the total capi- 
talization of a carrier is not necessarily a correct measure of the 
value of the property devoted by it to the public use, nor in many 
instances even a fair indication of what the value of such prop- 
erty might be. A compilation showing the comparative growth 
of capitalization and of traffic for all the railways in the United 
States reflects a gradual tendency toward a decrease in capital 
charges as the density of the traffic increases. For instance, in 
1890 the capitalization per unit of traffic adopted in such a com- 
pilation was approximately 7.50 cents, while in 1909 it was 
approximately 5.25 cents. Because of the fundamental changes 
in the forms of accounts beginning with the fiscal year 1908, 
some of the defendant carriers have shown a marked increase in 
capital charges per unit of traffic in recent years, contrary to 
the general tendency. It appears that formerly some of them 
charged to operating expenses great sums which, under the new 
rules of accounting, cannot thus be charged, and in consequence 
the capital account has been correspondingly increased. This 
would account in part at least for the deviation from the general 
rule. It is difficult to say, in the absence of proper valuation 
figures, what additions should be made to operating expenses for 
capital charges. For the leading railways in the United States 
during the year 1911, 13 had an operating ratio in excess of 75% ; 
32 between 65 and 7S%>; 15 from 55 to 65%; and 4 under 
55%. That of the New York Central & Hudson River Railroad 
Company was 73.9; of the Pennsylvania Railroad, 72.15; of the 
Pennsylvania Company, 68.28; while that of the Pittsburgh & 
Lake Erie was but 49.42. These ratios would seem' to indicate 
that if there is added to the ascertained operating expense 50% 
for capital charges, we arrive at an equivalent of the operating 
ratio of 66%%, which is approximately near the lower margin 
of averages for the leading railways in the United States. If 
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two-thirds of the operating expenses were to be added to such 
expenses the equivalent of an operating ratio of 6o% would be 
arrived at, and a fairly liberal treatment would be accorded to 
the carrier in this respect. All of which, however, simply goes 
to confirm the view that in the absence of reliable figures which 
represent the value of the property, estimates of cost, such as 
those which stand upon the record in this case, are mere approxi- 
mations — especially when applied to a specific branch of the 
traffic — which are interesting and to a certain extent useful as 
general guides, but which cannot be relied upon as decisive 
factors. 

Defendants have argued with much pertinacity that the pend- 
ing question is exclusively a question of differentials. The differ- 
ential is certainly involved, because a change in one of a series 
of related rates changes the relation among all of them. While 
the differential is involved, that is not all that is involved. The 
testimony of the defendants makes the Pittsburgh-Ashtabula 
rate the keystone of the entire system of lake-coal rates. This 
keystone is involved in this proceeding. It determines the rela- 
tive level of all other rates in the structure and should, therefore, 
be considered carefully and deliberately as a rate in and of itself 
without reference to any other rate. 

Viewed in the light of all the evidence and our own inquiries, 
the 88-cent rate looks high. Complainants assert that there 
exists no power anywhere to let a shipper into a market by ad- 
vancing the rate to another shipper. If the rate which the other 
shipper is paying is unduly low, we doubt whether this contention 
is tenable, and to this extent the general principle appealed to 
does not appear to us to be sound. But even though counsel 
have stated their contention somewhat too broadly, as applied to 
the situation in the Pittsburgh district, it appears to point to the 
truth in this case. We think it only a fair inference from this 
record that the Pittsburgh rate was raised step by step, not to 
bring it up to a level which the carriers might have regarded and 
defended as reasonable, but in order to let certain competing coal 
fields into the lake trade. And the record is conclusive that it 
is not a competitive rate. 

Defendants arpe that the lack of prosperity among the Pitts- 
burgh operators is due to excessive competition among the opera- 
tors in the different districts. Granting that this be so, does that 
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justify the imposition of an excessive rate upon the traffic from 
one of the competing fields? The Pittsburgh field is entitled to 
a reasonable rate whether it brings the expected relief or not 
and irrespective of the specific channels into which the amount 
of the reduction in the rate will flow. 

By comparison with the rates from other important coal-pro- 
ducing areas to important consuming areas, such as the rates 
from the West Virginia and Illinois fields, the Pittsburgh rate 
is high. It should also be borne in mind that the rail rates on 
lake-cargo coal are in reality portions or divisions of through 
charges covering long-distance traffic. 

We have made careful estimates of the probable effect upon the 
defendant carriers and upon the traffic from the various coal 
fields of a reduction in the 88-cent rate to various levels from 50 
cents up. In making these estimates we have considered not only 
the total tonnage directly involved, but also the collateral tonnage 
and the effect of the whole alike upon carriers, operators, and 
consumers. This means that we have also considered readjust- 
ments which it may be necessary to make in other rates through 
the establishment of various differentials and their probable 
effect upon the carriers and all other considerations in the record 
which it was possible for us to bring to bear upon the issues 
here presented. After very careful deliberation and considera- 
tion of all the factors which enter into the contention as presented 
by both sides in this controversy, we believe that the rate on 
lake-cargo coal from the Pittsburgh district to Ashtabula should 
hereafter not exceed 78, cents per net ton. 

From the point of view of the specific cost of doing this par- 
ticular business this rate is still too high; but, as we have said 
before, cost is only one of the elements entering into a rate. 
When we consider the coal rates from all the fields which will 
be affected by this change in the Pittsburgh rate, the disturbance 
in established differentials, the possible deflection of the currents 
of coal trade and its effect upon operators elsewhere, the effect 
upon the carriers directly involved and the indirect effect upon 
other carriers, and all the other valid considerations, we are 
forced to the conclusion that a rate lower than this would not 
be just and reasonable under the conditions disclosed by this 
record. 

The intervening defendant and its Pittsburgh connections will 
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find this traffic profitable to the extent that they can get it. The 
necessitous circumstances in -which this defendant finds itself as 
a result of events not connected with the Pittsburgh lake-coal 
traffic cannot be accepted as the measure of reasonableness of a 
rate to be imposed upon that traffic in the future. 

In view of all the matters herein set forth it is our opinion, and 
we therefore find, that the present rate of 88 cents is unjust and 
unreasonable and that the defendants shall maintain for a period 
of two years from the date hereof a rate not to exceed 78 cents 
from the mines in the Pittsburgh district to Ashtabula Harbor, 
Ohio. 

An order in accordance with these conclusions will be issued.' 

37. KANTOR COPPER COMPANY — WITHDRAWAL FROM 
COPPER EXPORT ASSOCIATION 

The Kantor Copper Company, a member of the Copper Export 
Association, operated smelters in the West for refining copper 
from ores purchased from independent mining companies. The 
normal rate of production was 1,000,000 pounds of copper per 
month, and approximately 409'© of the sales were made in for- 
eign markets. The trade name under which the product was 
sold was well known among buyers of copper in all parts of the 
world. In the summer of 1922, the advisability of remaining in 
the association was questioned. 

During the severe decline in the price of copper in 1920, for- 
eign and domestic demand almost ceased. The existence of the 
oversupply which was left to refiners arid producers decreased 
the price, and bankers who had made loans on copper doubted 
the value of the security of the loans. In 1921, the Copper 
Export Association (under the Webb-Pomerene Act) was formed 
to finance inventories and promote cooperation in developing 
sales in foreign markets.^ The association included all companies 

“Subsequent readjustments in the lake-cargo coal rate structure were discussed 
at length in the Lake Cargo Coal case, 46 I. C. C. iSg, which established new 
differentials. See that case, and especially the cases cited at pp. 160-162. The map 
reproduced on page S29 is from that case. 

“The Webb-Pomerene law (Export Trade Act) was enacted April 10, igiS. “It 
was the outgrowth of a report to Congress by the Federal Trade Commission in 
igi6 . . . Under the Act, 'associations’ may be formed for the sole purpose 
of engaging in export trade, these associations to be exempt from the Sherman 
Anti-Trust Law of the United States, and from a certain portion of the Clayton 
Act, with the proviso that there shall be through the association no restraint of 
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which produced copper in the United States, except one company 
financed by foreign capital. About go% of domestic production 
was controlled by the association. The members were pledged 
not to sell copper abroad except through the association. For- 
eign orders received by the association were allocated to members 
according to the proportion of each producer’s stock, on the first 
of every month, to the total stock. No charge was made for 
membership; expenses of the association were paid for by adding 
a fixed percentage to all orders allocated to producers. Cable 
charges were prorated to members according to the use each 
made of the service. Competition and price cutting among do- 
mestic producers in order to secure the greatly decreased quan- 
tity of foreign orders was eliminated.^ 

In 1921, a stock of 400,000,000 pounds of copper was pledged 
by members as security for $40,000,000 debenture bonds issued 
by the association and sold to the public. The proceeds of the 
bonds were allotted to members on the basis of the quantity of 
copper contributed. This allowed producers to secure cash for 
inventories which could not be disposed of at that time. As the 
copper was sold by the association, the funds received were used 
to call the bonds. By the middle of 1923, all outstanding bonds 
had been called. 

trade within the United States, no restraint of the export trade of any domestic 
competitor, no enhancing or depressing of prices, or sutetantial lessenmg of com- 
petition within the United States ” — Commerce Reports, February 27, 1922, page 481. 

The report of the Federal Trade Commission which was the basis of the law 
was entitled Cooperation in Foreign Trade. A detailed discussion of the advan- 
tages of Webb Law Associations appears in American Foreign Trade, by Notz and 
Harvey. The considerations which led a machinery manufacturing company to 
withdraw from such an association are presented in “The Palmer Manufacturing 
Company,” a case study in business. Harvard Business Review, vol. i, p. 240. 

^The Copper Export Association was financed by the sale of $20,000,000 Gold 
Notes (8%), which were secured by 400,000,000 pounds of refined copper (at 10 
cents per pound). The sums required for the payment of principal and interest 
were guaranteed by the member copper-producing companies. The notes were 
dated February 15, 1921, and were to mature in instalments, the final instalment 
maturing in 1925. They were subject to redemption as a whole or in part on any 
interest date at par plus a premium of 1% for each year or portion of year between 
the date of redemption and the maturity date for the note redeemed. At the time 
of the issue of the notes the market price of copper was 13 cents, and the trust 
agreement provided that copper could be withdrawn only upon payment to the 
trustee of I2j4 cents (in cash or notes) per pound of copper withdrawn. One- 
year notes' were offered at par and interest, to yield 8% ; two-year notes at 9954 
and fhterest, to yield 8.15%; three-year notes at 99)4 and interest, to yield 
8.30% ; and four-year notes at 99 and interest, to yield 8.30%. The last of the 
notes were redeemed February ij, 1923, when $6,000,000 of the 1924 maturity 
and $12,000,000 of the 1923 maturity were redeemed at 101 and 102, respectively. 
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The export orders received by the Kantor Copper Company 
from the association were 5 % to 10% of the company’s produc- 
tion. It was an established policy of the company not to accu- 
mulate stocks and, since no mines were owned, ores were bought 
only when orders for copper were assured. The method of 
allocating orders adopted by the association, therefore, was a 
disadvantage to this company. During the first six months of 
1922, foreign demand for copper increased. Because the com- 
pany was a member of the association, however, it was prevented 
from soliciting orders independently in foreign markets. The 
company had benefited from its membership in the association by 
exchange of trade information and by the close contact with other 
producers. Statistics of stocks, production, and sales were dis- 
tributed to members. The association maintained cable service 
to foreign markets. 

In the opinion of the Kantor Copper Company price cutting 
had been prevented, and the producers were able to sell at the 
highest prices possible under the circumstances. By withdraw- 
ing from the association, the company could obtain greater free- 
dom in attempting to increase foreign sales. It was familiar with 
the requirements of foreign buyers, and the connections with for- 
eign sales representatives could be resumed easily and without 
any considerable expense. 

On the other hand, the disfavor of competitors might be 
incurred because the effectiveness of operations of the associa- 
tion was proportional to the degree of completeness of its control 
of domestic production. There was a possibility that other com- 
panies might follow the lead of the Kantor Copper Company, 
and thereby disorganize the market. However, it was executive 
opinion in the Kantor Copper Company that the majority of the 
members were satisfied with the volume of foreign sales received 
through the association. The company no longer could benefit 
from the intimate knowledge of the activities of other companies. 
The orders formerly received from the association were lost 
and its competition was encountered in the solicitation of orders. 
The officers of the Kantor Copper Company believed that a 
volume of export sales greater than that allocated to it by the 
association could be secured. The company, therefore, decided 
to withdraw from membership in the association and to begin 
sales on its own account. 
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38. MOWGLI COMPANY — ^EELATION OF A MANUFACTURER OF COCOA 
mats and matting TO FOREIGN COMPETITION 

The Mowgli Company was organized in 1880 in the United 
States to manufacture rattan furniture, baby carriages, and cane 
fixtures. For several years the company tried to develop a use 
for the quantity of waste produced in the processes of separating 
the cane from the pith. About 1890, it was discovered that these 
shavings could be spun into a heavy yarn and woven into matting 
and door mats. Thus, it happened that the Mowgli Company 
entered the manufacture of mats and mattings. After a few 
years, it was discovered that mats of higher quality could be 
made from coir yarn, a yarn spun from the fibers of the cocoa- 
nut shell. By this time the Mowgli Company had become well 
established as a mat manufacturer. Consequently, it continued 
the manufacture of mats, but substituted coir yarn for waste 
material previously used. This coir yarn was imported from 
India. As this cocoanut fiber became the standard material for 
mats and matting, Indian companies began the manufacture of 
these products. In the United States, these companies sold to 
wholesalers. The process of manufacture did not require highly 
skilled labor, with the result that Indian coolies were used. 
Hence, labor costs for the manufacture of mats and matting in 
India were only one-fourth to one-third of the labor costs in the 
United States. 

The higher labor cost was counterbalanced in some measure 
by the fact that domestic mats and matting were of higher qual- 
ity; the machine operations in domestic manufacture produced a 
tighter weave than the hand-woven mat of India, The Mowgli 
Company sold its mats and matting to the same customers who 
purchased the cane furniture made by the company. By 1920, 
the demand for matting as compared with that of mats had al- 
most vanished: the improved type of floor covering made of rub- 
ber and cork compositions had reduced greatly the demand for 
cocoa matting. 

In 1897, the threat of foreign competition on mats was fol- 
lowed in the United States by high tariff duties. In 1909, the 
tariff was not changed, but in the act of 1913, it was reduced 
about 2 s % • There was no duty on coir yarn. During the period 
of high tariff on the manufactured products, domestic raanufac- 
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turers produced most of the mats consumed in this country and 
■were able to make profits. 

The low tariff of 1913 did not result in a great increase in mat 
imports until 1918 because of war conditions. In the three years 
following 1918, however, imports increased to unprecedented 
proportions. In 1921, the manager of the Mowgii Company ap- 
peared before the Finance Committee of the United States Senate 
and urged higher rates of duty on the Indian product. It had 
become impossible, he said, for the product of domestic manu- 
facturers to compete with the imported product, not only because 
of the lower tariff of the act of 1913 but also because of the in- 
crease in the general price level in the United States. No do- 
mestic manufacturers in the industry were operating at more 
than 25% capacity and necessity for the complete abandonment 
of domestic manufacture seemed probable unless a higher tariff 
was put into effect. The tariff act of 1922 doubled the duty on 
mats and raised the duty on matting 60%. The increase was 
less than the manufacturers deemed necessary, but nevertheless, 
it should have been of assistance. The tariff on mats and matting 
in the different tariff acts was as follows : 


Table 48— Tariff on Mats and Matting, 1897-1922 


Year 

Mats 

Matting 

1897 

4 cents per square foot 

6 cents per square yard 

1909 

4 cents per square foot 

6 cents per square yard 

1913 

3 cents per square foot 

5 cents per square yard 

1922 

6 cents per square foot 

8 cents per square yard 


The Mowgii Company had to decide at this time whether or 
not to continue to manufacture mats and, if so, what steps to 
take to compete with the imported product. The sale of mats 
was a small part of the total sales of the Mowgii Company. 
However, an entire building was devoted to the manufacture of 
mats and the machinery represented a substantial investment. 
The company had approximately 30 power looms for weaving 
this coir yarn. If the manufacture of mats was to be discon- 
tinued, the machinery was valueless. The company was known 
in the mat trade as a producer of the best domestic mats, and 
should the manufacture of these products be discontinued, a 
part of the good-will of the trade might be lost. The proportion 
of laborers employed in the mat department was small, but 
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few of them could be used in other capacities in the plant and 
their dismissal appeared probable. In 1923, the mat depart- 
ment was able to operate at about 30% capacity. On this basis, 
there was no profit, although the mat department was able to bear 
a part of the general overhead of the company in addition to its 
direct costs. 

The company had endeavored to increase the demand for mats 
by adapting them to new uses. The first idea that was developed 
was to make porch rugs of this cocoanut fiber. Although a few 
of these were sold, they did not prove satisfactory in use. The 
company then tried to introduce small cocoa mats in the auto- 
mobile trade for use on running boards. For a year, the sale of 
these mats was extremely successful, but in the following year 
sales declined rapidly. This use of these mats proved to be a 
fad and it was evident that there was no permanent market in 
the automobile industry. 

In addition to foreign competition, there was an added diffi- 
culty of competition from the domestic manufacturers of rubber 
mats. For many uses rubber mats were superior, but the Mowgli 
Company held that for door mats, the cocoa mat was unequaled. 

The company decided to continue to produce cocoa mats. 
Moreover, the company decided to start an advertising campaign, 
which it expected might increase the sales of mats. The next 
question was whether the Mowgli Company should meet Indian 
competition by importing Indian mats and becoming wholesalers 
to that extent. All retailers carried a complete stock of mats from 
the most expensive of domestic manufacture to the cheapest of 
imported mats. The demand of the retailers for cheap Indian 
mats was a constant stimulus to the company to sell this prod- 
uct. A part of the officers of the company were of the opinion 
that in order to sell the maximum number of the company’s high 
quality products, it should carry a full assortment of mats used in 
the trade. Other officers held that the sale of these cheaper mats 
might reduce the sales of the high quality domestic product. ^ It 
might encourage wholesalers and retailers who had been buying 
the domestic product to carry the imported mats. There was 
a danger, furthermore, that the sale of these lower quality mats 
by the company might harm its reputation for the high quality 
domestic article. The sales force had been taught that the 
Mowgli product was superior to any other on the market. It 
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seemed a dangerous policy to a portion of the executives to sell 
both a high quality and poor quality article. The wholesale 
profit on manufactured mats, moreover, was narrow. 

39. HERIOT, DALKEITH & MOEFAT STREET RAILWAY COMPANY — 
EFFECT OF A CHANGE IN PRICE LEVEL UPON 
A PUBLIC UTILITY 

The Heriot, Dalkeith & Moffat Street Railway Company had 
been organized in 1899. It was situated near an eastern city 
with a population of about 900,000, and the 19% miles of line 
ran substantially parallel with one of the railroads which served 
that city. The street railroad served the three suburbs of Heriot, 
Dalkeith, and Moffat, but did not run into the city, although it 
connected at one point with the street railway of that city. The 
population of these suburbs, as given in the following table, 
increased about 27% from 1900 to 1915. 

Table 49 — Population of Heriot, Dalkeith, and Moffat, 
190Q-1915 


Town 1900 1905 1910 191S Increases 


Heriot 6,578 7,054 7,924 8,611 30.9% 

Dalkeith 4,584 4,702 4,797 5,606 22.3% 

Moffat 5)442 5,959 6,316 6,928 27.3% 


16,604 17.715 19.037 21,145 27.4% 


The greater part of the road’s revenue was obtained from holi- 
day traffic on Saturday and Sunday. The district was a favorite 
resort for picnickers from the city. In 1909, the competing rail- 
road established a 15-mile zone around the city whereby com- 
muters in this zone could buy 12 -ride tickets at reduced rates. 
The Heriot, Dalkeith & Moffat Street Railway Company had 
decided that it was impossible to make a similar rate and gave 
up trying to compete for this commuting traffic after 1910. No 
competitive jitney lines ever were established, but the use of 
private automobiles by holiday seekers materially reduced the 
income of the company. First mortgage bonds, amounting to 
$250,000, had been outstanding since they were issued in 1903. 
The interest charges on these was $12,500 per year. Common 
stock, on which no dividends ever had been paid, amounted to 
$300,000. 

The cost of operation in the years 1900 to 1915 had been ris- 
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ing steadily, but the increase in the price level after 1915 made 
it almost impossible for the company to keep the costs below 
the gross revenue. Tables 50, 51, and 52 show the trend of 
operating expenses and operating revenues. 

Table 50 — Trend in Operating Expenses and Operating Revenues 

Surplus or 


Year 

Operating 

Revenues 

Operating 

Expenses 

Net Operating 
Revenue 

Deductions 
from Income 

Deficit for 
the Year 

1900 

$i 4 ,S 3 S 

$21,244 

$ 6,709 

$ 1,261 

$ 7,970* 

1901 

18,563 

24,991 

6,428 

4,856 

11,284* 

1902 

25,133 

25,261 

128 

7,265 

7 , 393 * 

1903 

37,231 

31,378 

5,853 

5,768 

85 

1904 

72,864 

59.638 

13,226 

19,584 

6,358* 

igos 

78,198 

63,159 

15,039 

21,205 

6,166* 

1906 

86.344 

61,599 

24,745 

23,665 

1,080* 

1907 

84,666 

66,828 

17,838 

25,438 

7,600* 

1908 

90,020 

73,031 

16,989 

26,824 

9,83s* 

1909 

80,117 

55,591 

24,526 

24,872 

346* 

1910 

55,813 

38,767 

17,046 

18,678 

1,632* 

1911 

92,817 

58,534 

34,283 

25,545 

8,738 

1912 

95,006 

59,702 

35,304 

23,396 

11,908 

1913 

94,615 

65,352 

29,263 

24,255 

S,oo8 

1914 

95,224 

65,204 

30,020 

25,079 

4,941 

191S 

91,465 

68,842 

22,623 

23,749 

1,126* 

1916 

92,958 

71,241 

21,717 

23,258 

r,S 4 i* 

1917 

88,469 

78,690 

9,779 

24,326 

14 . 547 * 


‘Deficit 

In 1918, every possible means of reducing expenses had been 
considered carefully and there seemed to be no possibility of 
solving the problem this way. Even maintenance had been 
neglected to an unusual extent. The only method whereby the 
company could continue to operate seemed to be to increase the 
fares. The company then was collecting three s-cent fares and 
one 6-cent fare from the different zones that had been established 
in 1915 when the latter had been increased in order to provide a 
higher passenger revenue without inconveniencing more than 
necessary the passengers who rode for a short distance. Prior 
to 1915, the fare had been 6 cents in each of the three zones. This 
change in the fare system did not result in a greatly increased 
revenue. In Table 53, gross earnings by days of the week from 
August 9 to December 31, 1915, that part of the year when in- 
creased fares were in effect, are compared with the similar period 
in 1914. 




Table 51 — Railway Operating Expenses 




Table 51 {Contimied) — Railway Operating Expenses 
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Days 1914 191S Increase - Decrease 


Monday ? 4,767 ? 4,544 $■■■ I223 

Tuesday 4,032 4,383 351 

Wednesday 4,304 4,374 7° 

Thursday 4,733 4,767 34 

Friday 3,947 4,262 315 

First five days of week. .$21,783 $22,330 $547 

Saturday 5,285 5,638 353 

Sunday 8,847 8,409 $438 

Entire period ?3S,9iS $36,377 $462 


The unsatisfactory experience of 1915 was a primary factor 
with the managers in proposing an increase in fares in 1918. If 
the fare were raised i cent in each zone, the management was 
apprehensive of a decrease in the number of car riders with a 
probable decrease in revenue. The increase, furthermore, was 
especially unfair to the passengers who rode only a short distance 
in one zone. There was, in addition, the difficulty that the Public 
Service Commission of the state might object to any increase. 

The public was interested more in the fares it paid than in the 
welfare of the company. On the other hand, the executives 
believed passengers should pay for the cost of operations of the 
road. This they had not been doing since 1914. Without trial, 
the company was unable to calculate the effect of an increase in 
fares on the number of passengers carried. The increase of i 
cent did not preclude the possibility of at least a small increase 
in revenue. The management decided, therefore, to petition the 
Public Service Commission for an increase of i cent in each zone. 
This was allowed by the Public Service Commission and went 
into effect on June 15, 1918. 

After a few months it became apparent that not only was 
there no increase in the previous revenue, but there was an actual 
decrease compared with a similar period of the preceding year. 

This was not entirely due to the change in fare, however, but 
could be attributed in part to the increased number of automo- 
biles. The experience in June that a raise of i cent in the fare 
had no favorable effects seemed to indicate that another similar 
raise would not extricate the company from its financial difficul- 
ties. As possible remedies, the company might petition the Pub- 
lic Service Commission for an increase of at least 4 cents in each 
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zone, resulting in three lo-cent fares and in one ii-cent fare, or 
it might petition for permission to cease operation. The man- 
agement did not desire to allow the company to follow the latter 
procedure and admit its failure if any other solution was possible. 
Whether to petition for a 4-cent increase in fare depended upon 
what effect such an increase would have on the number of pas- 
sengers carried by the road. If the raise in fare caused the num- 
ber of passengers to decrease to such an extent that the gross 
revenues were not increased materially, no profit was obtained. 
There was also the question of whether the Public Service Com- 
mission would allow so large an increase, and also whether it 
might not be wise for the company to ask for a larger increase 
in the expectation of reaching the compromise of 4 cents. 

Should the company have petitioned the Public Service Com- 
mission for a 4-cent increase in fare? 

If not, should the company have petitioned the Public Service 
Commission for permission to conclude its operations? 

40. OLD COLONY GAS COMPANY — CHANGE IN EATE SCHEDULE 

The Old Colony Gas Company was incorporated in 19 ii in 
Massachusetts, to generate and distribute gas for heating and 
cooking purposes. It was not the intention of the organizers of 
the company to devote their efforts to the sale of gas for illumi- 
nating purposes inasmuch as they were of the opinion that elec- 
tricity served better for that purpose. The plant, which consisted 
of water gas-generating apparatus and storage tanks having a 
capacity of 1,000,000 cubic feet per day, was completed in De- 
cember, 1911, and commenced operations in January, 1912. Com- 
mon stock amounting to $354,50° ^ shares of $100 par value and 
a like amount of 5% preferred stock was authorized and sold. 
In addition, a $338,000 issue of first mortgage 5% bonds, dated 
December i, 1911, and due December i, 1931, was sold. 

The plant of the Old Colony Gas Company was located in 
Braintree, a suburban town of 10,580 inhabitants. The company 
also was to serve the five neighboring towns of Weymouth, King- 
ham, Rockland, Abington, and Whitman. These towns had 
15,057, 5,604, 7,544, 5,787, and 7,147 inhabitants, respectively, 
in 1920. There were no competing gas companies in the districts 
served by the company. Since the community was popular as a 
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summer resort, the consumers to be served in the summer-time 
were more numerous than in the winter. An important seasonal 
problem was presented to the management, therefore, and they 
expected that it would be necessary to make most of the profits 
during the summer. 

Whitman, 15 miles from Braintree, was the most distant town 
served by the company. It was customary for gas companies to 
operate on the low-pressure system, but in this instance the dis- 
tance was so great that the expense of pumping the gas under 
low pressure would be too high. Consequently, a high-pressure 
system was installed for the entire distribution of the company. 
The mains of a high-pressure system varied from i to 8 inches 
in diameter, in contrast to 14 inches or more in low-pressure 
mains; hence the friction was less. It was necessary, however, 
to install a transforming apparatus at each home served in order 
to reduce the pressure to the satisfactory jet pressure. If the 
company had not been required to transport its gas a great dis- 
tance, the distribution expenses of a low-pressure system would 
have been less than for a high-pressure system. A greater in- 
vestment was required for the latter, with the result that the pro- 
portion of constant expenses to varying expenses was higher than 
for a low-pressure system. 

From 1912 to 1916, the Old Colony Gas Company increased 
the number of its customers and was able to meet all expenses of 
operation and fixed charges. The amount charged off to deprecia- 
tion, however, was insufficient. Preferred dividends were paid, 
and a small balance was carried to surplus in each of these years. 
The company had borrowed about $400,000 from banks at the 
beginning of its operations, but had reduced these debts to $200,- 
000 by igi6. In 1917, however, the company found it increasing- 
ly difficult to make satisfactory profits. In June of that year, the 
executives estimated that if expenses could not be reduced or the 
consumer rates increased, the company would be unable to meet 
its fixed charges during the next fiscal year. The fiscal year ended 
on June 30. The cost of supplies, such as coal and oil, had begun 
to advance rapidly. There appeared to be no way of educing 
expenses and there was every evidence that the cost of supplies 
would continue to advance. The executives decided, therefore, 
to increase the rates charged to consumers, beginning with July i. 
It was not necessary to obtain permission to change rates from the 
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Public Utilities Commission of the state in which the company 
operated. The rate had been established in 1912 without the ad- 
vice or permission of that body and the laws of the state required 
that a public utility need not obtain permission of the Public 
Utilities Commission for a change in rates if the existing rate had 
not been established by the latter. The Old Colony Gas Com- 
pany, therefore, was fortunate, in that it could increase its rates 
promptly without waiting for investigation by the state Public 
Utilities Commission. Since 1912, the rate had been $1.35 per 
1,000 cubic feet to all household consumers, with a discount of 
10 cents per 1,000 cubic feet to consumers who paid cash within 1 5 
days. The net rate, therefore, had been $1.25 per 1,000 cubic 
feet. On July i, the rate was increased to $1.50 per 1,000 cubic 
feet, subject to the same lo-cent discount. The lower rates 
quoted to industrial users were increased by a corresponding 
amount. The number of industrial consumers in the community, 
however, was relatively unimportant since 85% of the gas pro- 
duced by the Old Colony Gas Company was used by household 
consumers, and only 15% by commercial users. 

The cost of supplies continued to advance rapidly. A small 
deficit was shown after the payment of interest charges and pre- 
ferred dividends for the quarter of October, 1917, and no further 
payment of preferred dividends was made after that date. On 
March i, 1918, the executives increased the rate to $1.70 per 
1,000 cubic feet, or $1.60 net. On August i, the rates again were 
increased to $1.90 per 1,000 cubic feet, or $1,80 net. 

For the year ending June 30, 1919, a balance of $3,000 was 
carried to surplus. No preferred dividends had been paid during 
the year, however. The amount charged off to depreciation was 
again insufficient to cover the actual depreciation. If an ade- 
quate amount had been charged off, a deficit would have been 
shown in all of the years from 1912 to 1919. On the first of 
July, 1919, $246,000 par value of debenture coupon notes 
were issued, to mature July i, 1924. This issue was necessary to 
pay off bank loans that had been incurred as the result of the in- 
creased amount of working capital needed as the result of the 
change in price level. 

On April i, 1920, the rate to domestic consumers was increased 
again to $2.10 per 1,000 cubic feet, or $2 net. Up to this time 
the growth in the number of customers had been' continuous, and 
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Table 55 — Old Colony Gas Company — ^Expenses and Income 
Years Ending December 31 


Total Gas: 

Operating Revenue. 
Other Revenue* . . . . 


? 325.743 

12,722 


? 285,482 

10,674 


Net Production Expenses 

Transportation and Distribution Expenses. . 

Utilization Expenses! 

Commercial Expenses 

New Business Expenses 

Miscellaneous and Administration Expenses. 
Total 


105.392 

13.173 

4.724 

17.213 

13.021 

18,411 

171.934 


91.115 

11,148 

2,780 

15.355 

12,382 

16,627 

149.407 


Bond Discount, Amortization . 

Taxes 

Depreciation 

Dividends 


32.312 
1.500 
31.561 
SI. Ill 
28,360 


2,275 

28,927 

50,491 

28,360 


•Composed mostly of jobbing profit. 
!Town and btrcet lamps. 


no decrease had been apparent as the result of the several ad- 
vances in rates. 

For the year ending June 30, 1920, income from operations 
just covered fixed charges. The amount charged off to deprecia- 
tion, however, was two and one-half times the amount charged off 
in 1919. The actual results of the year’s operations, therefore, 
were better than' for the preceding year. On September i, 1920, 
the executives again proposed an increase in rates. The rates 
charged already were so high, however, that the executives hesi- 
tated to take this step because of the possibility of a decrease 
in the number of consumers or in the amount of gas used. In order 
to meet this contingency, a change in the method of quoting 
rates was designed. There were many customers who used such a 
small quantity of gas during the year that the fixed capital charges 
attributable to them were not met by the gross revenue from such 
sales. It was estimated that if a customer purchased only 100 
cubic feet of gas a month, the actual cost to the company was 
$1.10. Purchases in addition to this amount cost the company 
less. It was decided, therefore, to charge $1.10 for the first 100 
cubic feet or less used each month and ao cents for each additional 
100 cubic feet. A minimum charge of $7 per year was made to 
all customers whether they used that amount of gas or not. In 
order to make this advance less onerous, the former lo-cent dis- 
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Table 56 — Rates Charged Household Consumers 

January, 1912— July, 1917 — $1.35 gross, $1.25 net per 1,000 
cubic feet (10 cents discount cash 15 days) 

July I, 1917 — $1.50 gross, $1.40 net per 1,000 cubic feet 

March i, 1918 — 1.70 gross, 1.60 net per 1,000 cubic feet 

August I, igrS — 1.90 gross, 1.80 net per 1,000 cubic feet 

April I, 1920 — 2.10 gross, 2.00 net per 1,000 cubic feet 

September i, 1920 — i.io per month for first 100 cubic feet used. 

Each additional 100 cubic feet 20 cents. 
10% discount for payment cash :5 days. 
January i, 1922 — Each additional too cubic feet after first too 
cubic feet, 19 cents. 

count for cash payment within 15 days was changed to a 10% dis- 
count of the month’s charges for cash pa5rments within 15 days. 

For the year ending June 30, 192 1, about $3,000 remained after 
provision for depreciation and fixed charges. The price of sup- 
plies had begun to decline and the executives were of the opinion 
that, if the existing rates were maintained, a satisfactory profit 
would be shown for the ensuing 12 months. For the 6 months 
ending December 31, 1921, a balance of nearly $16,000 was car- 
ried to surplus. No dividends were paid during the year. The 
number of consumers at the end of 1921, however, was almost the 
same as on June 30, 1920. The possibility suggested itself to the 
executives that the last increase in rates had checked the growth 
of the company. They considered it desirable, therefore, inas- 
much as profits were being shown, to reduce the rates. The initial 
rate for the first 100 cubic feet for the month remained the same, 
but the rate for each additional 100 cubic feet was reduced to 19 
cents. 

The amount charged off to depreciation, during the year ending 
December 31, 1922, was adequate to cover the actual depreciation 
incurred during that period and was 60% greater than that 
charged off during 1920. The improvement in the company’s 
financial affairs, therefore, was substantial. Preferred stock divi- 
dends of 3% were paid in 1922 and a dividend of 5% was de- 
clared out of earnings of 1922, payable in 1923. 

In 1923, the profits of the company continued to be satisfactory, 
and two quarterly payments of dividends on the common stock, 
in addition to regular preferred dividends, were declared, for the 
first time in the company’s history. Bank loans which had been 




Table 57 — Old Colony Gas Company — Number 
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incurred during the years 1919 to 1921 were paid off, and the 
company had no indebtedness beyond the issues of first mortgage 
5% bonds due in 1931, and the 6% debenture bonds due in July, 
1924. After the payment of interest charges, depreciation, and 
dividends on the preferred and common stocks, a balance was 
carried to surplus amounting to $21,000 for the year ending De- 
cember 31, 1923. 

In January, 1924, the executives discussed the advisability of 
again reducing the rates. The profits for the year 1923 had been 
substantial, and a normal increase in the number of customers 
served and the amount of gas sold had been shown. The com- 
pany’s financial position was strong. It would be necessary in 
July, 1924, to refund the issue of debenture bonds which then 
would become due, but the executives anticipated no difficulty on 
this score. A reduction at this time might increase the amount 
of gas used and enable the company to secure additional cus- 
tomers. The executives estimated that the company served only 
of the potential consumers in the districts where the com- 
pany already had its mains. The capacity of the plant was ade- 
quate, without further expansion, to serve a larger number of 
customers. Any increase in the number of customers in the same 
territory, therefore, would result in a decrease in the unit cost per 
customer served. There was the possibility, however, that the 
price of supplies might increase during 1924 as the result of a 
general boom in business. In view of this, it was suggested that 
the best policy might be to maintain the rates or even to increase 
them in anticipation of the increase in costs. It had been the 
experience of this public utility, in common with most others, that 
profits were small or even non-existent during the prosperity pe- 
riod of the business cycle, because an increase in rates always 
lagged behind increases in costs. Satisfactory profits usually 
were shown during depressions or business recoveries for like 
reasons. 

Tables SS, 57 , and 58 .show the financial results of each of the 
years of operation, from 1912 through 1923, together with the 
number of customers and the amount of gas sold in each year. 

Approximately, what rates should have been established by the 
Old Colony Gas Company in January, 1924? 
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MEASUREMENT OF THE BUSINESS CYCLE 




XI 


COMPARISON OF AN INDIVIDUAL CONCERN WITH 
THE HARVARD INDEX OF GENERAL BUSINESS ^ 


A. CORRECTION FOR SEASONAL VARIATION 
I. Introduction 

For the years since the war — and the majority of the compari- 
sons attempted by individual business concerns will pertain to 
the post-war period — secular trend is relatively unimportant. 
Furthermore, in the rare cases where trend is considerable, its 
presence is not so serious an obstacle to the comparison with 
the Harvard Index as is the existence of a seasonal movement 
in the individual business series. We shall therefore make no 
attempt in this section of the chapter to cover the problem of 
correcting for trend, but section B describes the method of cor- 
recting for trend, to be used in the exceptional cases where such 
correction is possible. 

In numerous individual businesses, on the other hand, the sea- 
sonal swing is quite pronounced; and a satisfactory comparison 
with general business conditions is possible in those instances 
only after the figures are corrected for seasonal variation. The 
object of this section is to set forth in detail the method of cor- 
recting an individual business series for seasonal variation. It 
is expected that this discussion will meet the needs of a large 
number of business men who have had difficulty in comparing the 
uncorrected figures for their businesses with the Harvard Index. 

Section B of this chapter completes the instructions for the 
relatively few business men whose data are sufficiently extensive 
to warrant correction for trend as well as for seasonal variation. 


II. Statistical Data 


In making a comparison between the fluctuations in a par- 

iThis chapter reproduces, with minor editorial changes, the pamphlet of in- 
structions for subscribers of the Harvard Efnoraic Service, which was prepared 
by Professor W. L. Crum, the statistician of the Harvard Umversity Committee 
-n Economic Research. 
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ticular business concern and the Index of General Business, it 
is desirable to examine several phases of the individual business, 
as reflected by different series of statistical data. For instance, 
separate analyses may be made of production, stocks, shipments, 
orders entered, sales billed, prices of materials, pay-roll, gross 
income, net earnings. In fact, any statistical series which per- 
tains to the business and for which a continuous monthly record 
extending over several years is available may yield interesting 
and useful results upon analysis. 

The fluctuations in some of the special series are however likely 
to be much more complex than in others. One series can gen- 
erally be selected as giving the best single picture of the progress 
and condition of a particular business. It is understood, of 
course, that this most representative series may consist of one 
record of figures in one business and be based upon an entirely 
different phase of the records of another business; one business 
may find sales billed best, and another may select orders entered. 

In the illustrations used in this chapter sales billed are se- 
lected as the representative series for each illustrative business 
organization. The chief reasons for this selection are that sales 
billed seem to be the figures most commonly available on a 
monthly basis for those who wish to make comparative studies. 
In some cases another series may be preferable. The methods 
discussed herein apply to any series quite as readily as to the 
sales billed series actually used for illustration. Moreover, these 
methods are applicable to any business irrespective of size: they 
are equally useful for the department store in a small city and 
for the large manufacturing corporation operating a score of 
plants. 

Two parallel illustrations are used throughout this discussion: 
the sales billed of Company M and of Company N. Company 
M presents the case of an industrial producer having annual 
sales of about millions of dollars; and it may be regarded 
as fairly typical (in the form of its fluctuations) of individual 
manufacturing concerns, whereas Company N presents the case 
of a distributer having annual sales of about one million dol- 
lars, and the problems involved in its analysis may likewise 
be regarded as typical for distributing organizations. But 
neither Company M nor Company N is a real business organiza- 
tion. Both are fictitious: the two series used are composites 
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constructed solely for purposes of illustration, but the difficulties 
involved in their analysis are t3^ical. 


Table iM — Sales of Company M, in Hondbeds of Dollaes 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

1691 

2232 

1303 

1182 

1741 

1718 

February 

1284 

1939 

1108 

1223 

1592 


March 

1333 

2233 

1076 

1416 

1786 


April 

1371 

2052 

98S 

960 

1666 


May 

148s 

2099 

1057 

1103 

1746 


June 

1516 

227s 

1063 


1640 


July 

1765 

2242 

963 

X081 

1537 


August 

1822 

2182 

1089 

1200 

1616 


September 

1797 

2071 

1109 

1408 

1523 


October 

1948 

2003 

1272 

1585 

1673 


November 

1444 

1717 

1167 

1644 

1546 


December 

1798 

1539 

1076 

1596 

1430 



Table iN — Sales of Company N, m Hundreds of Dollars 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

601 

8SS 

563 

520 

683 

702 

February 

S8S 

800 

548 

539 

660 


March 

658 

961 

639 

641, 

831 


April 

6S3 

874 

594 

667 

790 


May 

722 

935 

587 

701 

817 


June 

710 

969 

592 

722 

804 


July ; 

788 

960 

574 

720 

757 


August 

840 

945 

626 

752 

799 


September .... 

839 

924 

620 

741 

800 


October 

897 

924 

700 

802 

902 


November 

868 

803 

629 

779 

838 


December 

1009 

866 

791 

949 

1041 



When it has been decided which particular series of figures is 
to be analysed, the monthly data should be assembled from the 
records of the business and tabulated.^ In the construction of 


1 Monthly figures are on several grounds most appropriate. Some useful re- 
sults can indeed be obtained by analysing quarterly figures, if monthly data are 
not available. The necessary modifications in the procedure described herewith 
are fairly obvious, and will not be mentioned specifically. On the other hand, 
if weekly figures are available, it is doubtful if the additional trouble incident 
to their use is worth while: they should be converted to monthly data by com- 
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this original table of data, each monthly item should be entered 
complete and precisely as it appears in the records. Before pro- 
ceeding further, the statistician should verify each item of this 
table against the original records with the same painstaking care 
which would be used in drawing up a financial statement.^ 

From this original table of exact figures a working table should 
be compiled by rounding off the exact figures to three (or four) 
digits. Tables iM and iN are such working tables. Thus, in 
Table iM, the exact item for January, 1919, was $169,123.75, 
that for February $128,367.40, and that for March $133,250.00. 
The figures in the working table are the actual items, to be used 
in the analysis. 

III. Chart of Uncorbected Figures 

The first step in the analysis is the plotting of the actual items 
(uncorrected figures). This may be done on the Index Chart. 
Figures iM and iN, on the opposite page, are reproductions of 
such plots of series M and N on the post-war section of the Index 
Chart .2 It appears from these charts that some preliminary con- 
clusions can be reached in each of these businesses concerning 
the relations of conditions in the individual business with the 
conditions of general business. In fact, both of these business 
enterprises might be described as intermediate cases : in both cases 
the seasonal movement is only moderate and does not, therefore, 
entirely obscure the comparison of the cyclical movements of the 
individual business curve with the similar movements of curves 
A, B, C. There is, however, enough seasonal swing in each case 
to render it desirable to correct the figures. Hence both series, 
M and N, are intermediate between those cases in which no cor- 
rection of the actual items is needed and those cases where a 
direct comparison of the uncorrected figures with our Index is 
entirely fruitless. 

bining the weeks in each month (with allocation of the parts of overlapping 
weeks) to form monthly totals or averages. 

1 Indeed, the carrying out of a thorough check at every stage of the work 
is extremely important. From the formation of the original table to the con- 
struction of the final chart the process of verification must be carried on at 
every step. Otherwise errors are likely to creep in, to be projected through the 
remaining portion of the analysis, and to affect seriously — although usually in 
a manner difficult to detect — the final results. 

* To avoid confusion, and in order better to bring out the relationship between 
the charts and tables in this chapter, the regular order of numbering the figures 
has been dispensed with. 
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Figure 2M; Sales of Company M (actual data in hundreds of dollars) 


line joining each successive pair of plotted points will be suffi- 
cient. Accurate labels of the title of the chart, the scales used, 
and the time interval covered are essential. 

The purpose of the rough chart is to enable the investigator 
to form a preliminary conclusion as to the presence of seasonal 
variation in the series. Evidences of seasonal movement appear 
in both Figures aM and 2N, but such movement is strong in nei- 
ther case. In each series the movement from January to Feb- 
ruary is downward in nearly every year shown on the chart. 



Figure sN: Sales of Company N (actual data in hundreds of dollars) 
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In case N, a more pronounced manifestation of seasonal influence 
is the fairly regular upswing from November to December and 
the succeeding sharp drop into January. Examination of the 
movements between other pairs of months may show similar 
tendencies which persist in all or most of the years. It should 
be observed that this search for evidence of seasonal movement 
consists in comparing the month-to-month change in one year 
with the corresponding changes in the other years; it does not 
consist in observing whether one or other month of the year is 
persistently high (or low) in all or most of the years. To be 
significant, the month-to-month movements should appear with 
considerable regularity — they should be identical in direction, 
but of course not in amount, in all or most of the years of the 
chart — and their presence should be quite independent of the 
existence of other-than-seasonal fluctuations in the series. (They 
should be apparent in spite of trend, and of the cyclical swings 
of prosperity and depression.) It is evidence of this sort, found 
in the graphic examination of the actual items, which indicates 
that a seasonal movement exists in the series and which justifies 
the more thorough arithmetic analysis described below. As 
stated above, such evidence appears in the charts for both il- 
lustrative series, M and N. 

IV. Seasonal Variation 

In order to determine the form and measure the amount, and 
indeed to confirm the existence, of the seasonal variation, it is 
necessary to calculate link relatives for the entire series. A table 
of link relatives is formed by dividing the January item of the 
first year into the February item and entering the percentage 


Table 2M — Month-to-Month Link Relatives for the Sales 
OF Company M 
(Vnit: 1%) 


Year 

Jan. 

Dec. 

Feb. 

[ Jan. 

Mar. 

ibbT 

Mar. 

May 

Apr. 


July 

Ang. 

July 

Sept. 

Auff, 

1 Oct. 

Sept. 

Nov. 

Dec. 

N^. 



76 

104 

103 

108 

102 

116 

103 

98 

108 


125 

1920 

124 

«7 

IIS 

92 

102 

108 

99 

97 

95 

97 

86 


1921 

85 

8S 

97 

92 

107 

lOI 

90 

113 


1 15 

92 

1 92 

1922 

no 

103 

116 

68 

II5 

106 

93 

III 

117 

1 13 


97 

1923 

109 

91 

I12 

93 

105 

94 

94 

105 

94 


92 

1 92 











! 
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result in the February space of the new table, dividing the Feb- 
ruary item into the March item and entering the percentage re- 
sult in the March space of the new table, and so on throughout 
the series.^ No exception is made in passing from one year to 
the next: the December item of the one year is divided into the 
January item of the next, and the percentage result entered in 
the January space of the new table. 


Table aN — ^M onth-to-Month Link Relatives for 
THE Sales of Company N 

(Unit; 1%) 



It is desirable that the number of link relatives in the table be 
a multiple of 12, in the present instances 60 (rather than 59). 
For this purpose one extra month is necessary in the actual data: 
thus in the illustrations the figures run from January, 1919, 
through January, 1924,2 

Table 2M is such a table of link relatives derived from the 
data of Table iM, and Table 2N is likewise derived from iN. 

The next step is to form a multiple frequency table of link 
relatives. Such tables, for cases M and N, are shown in Figures 
3M and 3N, on pages 578 and 579. The object of the multiple 
frequency table is to display the link relatives in such a way as 
to furnish a visual impression concerning the seasonal variation. 
In Tables 2M and 2N the link relatives are arranged according 

1 In making this division and similar divisions in problems of this sort much 
time will be saved by using a slide rule. If the person who undertakes the work 
of analysis is not familiar with this device, he will, by spending a few hours 
in learning the simple steps in its use, save much time in a great variety of 
problems as well as in this particular case. The so-called Merchant’s Rule is 
probably best adapted to the present needs. 

2 We are assuming that monthly data are available from January, 1919, on. 
If the record is not at least five years long it is doubtful whether a satisfactory 
measurement of seasonal variation can be made. 

If the data run beyond January, 1924, probably no change in the above rule 
would be made until after January, 1925; seasonal variation would in general be 
based upon a whole number of years, that is a whole multiple of 12 for the 
number of link relatives. 
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to time, and those tables do not, therefore, bring out clearly the 
month-to-month movement which exists on the whole in all or 
most of the years. In Figures 3M and 3N the hnk relatives are 
arranged according to size, and that arrangement does yield a 
conclusion as to the month-to-month movement which exists 
more or less regularly in all of the years. 

The manner of constructing the multiple frequency table is 
as follows: The horizontal rulings divide the table into rows on 
a percentage scale; and the vertical rulings divide it into 12 
columns, one for each month. The computed link relatives are 
then “scored” on this blank. Thus, the first item in Table 2M 
is 76, and it is scored in Figure 3M by entering a stroke in row 
“j 6 %” and column “Feb./Jan.” In similar manner all 60 items 
of Table 2M are scored in Figure 3M. The resulting multiple 
frequency table gives a diagrammatic picture of the month-to- 
month seasonal movement. 

The multiple frequency table should reveal the existence of 
the seasonal swing, suggest its form, and indicate the precision 
with which it can be measured. In the first place, by glancing 
from left to right across the table — Figure 3M or Figure 3N — 
one gets a general impression of the seasonal variation; the fact 
that the eye must rise (or dip) in passing from one monthly col- 
umn to the next, successively from left to right, reveals the inter- 
column displacement and gives a first impression as to the exis- 
tence and intensity of the seasonal swing. A more careful ex- 
amination consists in regarding the chart from two points of 
view: the closeness of the clustering of the scores within each 
monthly column, and the extent of the displacement of the groups 
of scores between pairs of adjacent columns. (This displacement 
is the feature necessitating the rise and dip of the eye, mentioned 
above.) The first consideration bears directly upon the precision 
with which the seasonal movement can be measured, and the 
second consideration pertains especially to the extent (or in- 
tensity) of the seasonal swing. It should be remarked that a 
closer clustering within individual columns is needed if the in- 
tensity is only moderate than if the intensity is high, in order 
that the measurement of seasonal variation may be equally pre- 
cise. In the illustrations, the clustering within the several col- 
umns would be designated as fairly close in Figure 3M, but quite 
poor in Figure 3N. On the other hand the intercolumn displace- 
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ments are quite considerable in both cases, but are clearly more 
pronounced in the case of N than in M. When both considera- 
tions, intensity of displacement and closeness of clustering, are 
taken together, it appears that the precision will be much greater 
in case N than in M. N has the closer clustering and the more 
intense displacement from column to column. Nevertheless, in 
both cases, the intercolumn displacement is sufficient to confirm 
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Figure 3M: Multiple frequency table for series M 
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a considerable seasonal swing, in spite of the fact that the clus- 
terings within the columns are not extremely close. 

Having decided, by examination of Figures 3 M and 3 N, that 
seasonal movement does exist, and having concluded that this 
seasonal movement can be measured with satisfactory precision, 
the investigator will proceed to an actual calculation of the sea- 
sonal indexes. It should, however, be remarked at this point 
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Table 3M— Seasonal Indexes for Series M 


Month 

Median 

11 

Log 

Median 

III 

Corrected 

Log 

IV 

Cumulative 
Corrected Log 

V 

Antiios 

^VI 

January 

1. 13 

0.0531 

0.0524 

0.0524 

1.128 

105 

February 

.88 

9.9445-10 

9-9439-10 

9.9963-10 

.992 

93 

March 

1. 10 

0.0414 

0.0407 

0.0370 

1.089 

102 

April 

.92 

9.9638-10 

9.9632-10 

0.0002 

1. 001 

93 

May 

1.07 

0.0294 

0.0287 

00289 

1.069 


June 

1.03 

0.0128 

0.0122 

0.041 1 

1.099 

103 

July 

•95 

9.9777-10 

9.9770-10 

0.0181 

1.043 

97 

August 1 

r.o6 

0.0253 

0.0247 

0.0428 

1.104 

103 

September... . 

.98 

9.9912 — 10 

9.9905-10 

0.0333 

1.080 

101 

October 

1. 10 

0.0414 

0.0408 

0.0741 

1.186 

III 

November. . . . 

.90 

9.9542-10 

9-9535-10 

0.0276 

1.066 

100 

December .... 

•94 

9-9731-10 

9.9725-10 

0.0001 

1.000 

93 

Total 


60.0079-60 



12.857 


Average 


.00066 



1. 07 1 



that, if the chart (multiple frequency table) of the link relatives 
does not confirm the existence of seasonal movement or if it 
indicates that such seasonal variation as does exist cannot be 
determined with fair precision (this would be indicated by a 
poorer clustering than that of Figure 3M with no greater dis- 
placement, or by a smaller displacement without closer clustering: 
thus Figure 3M may be regarded as approximately a borderline 
case), then there is no justification in proceeding to the calcula- 
tion of “seasonal” indexes. Although the formal arithmetical 
operations described below would undoubtedly, even in such 
cases, yield certain numerical results, the apparent significance 
of such numbers might be quite misleading. 

The three middle link relatives of each column of the multiple 
frequency table are averaged to get the medians.^ Thus, in the 
Jan./Dec. column of Figure 3M, the three middle items are 109, 
no, 120, and their average is 113. This number is taken as the 
most representative figure for the seasonal movement December- 
to-January for series M. Likewise, for Feb./Jan., the average 

* These are not strictly “medians” according to the precise statistical defini- 
tion ; hut, in a short series where there are only five (or even six or seven) link 
relatives in each column, the true median (the middle item if the number of 
items is odd, the average of the two middle items if the number of items is 
even) is not so reliable as in a series covering many years. Therefore in a 
series of five or seven years, the average of the middle three links should be 
taken; and, in a series of six or eight years, the average of the middle four. 
Even for a longer series, it is often desirable to take the average of the middle 
four or five items as the “median.” 
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Table 3N— Seasonal Indexes for Series N 


Month 

Median 

lij 

III 

Corrected 

Log 

IV 

Cumulative 
Corrected Log 

V 

Antllog 

^ VI 

January 

.68 

9.8325-10 

9.8315-ro 


.678 

85 

February 

■97 

9.9868-10 

9.9858-10 

9.8173-10 


82 

March 

1.19 

0.0756 

0.0745 

9.8918—10 





■97 

9.9868-10 

9.9858-10 

9.8776-10 

•754 

94 

May 

I ■os 

0.0212 

0.0202 

9.8978 — 10 

.790 

99 

June 


0.0043 

0.0032 

9.9010-10 

.796 


July 

■99 

9.9956-10 

9.9946-10 

9.8956-10 

.786 

98 


1.06 

0.0253 

0.0243 

9.9199-10 

.832 

104 

September . . 

■99 

9.9956-10 

9.9945-10 

9.9144 — 10 

.S21 

102 

October 

1.09 

0.0374 

0.0364 

9.9508-10 

■893 

III 

November 

■93 

9.9685-10 

9.9675-10 

9.9183-10 

.829 

103 

December .... 

1. 21 

0.0828 

0.0817 

0.0000 

1,000 

125 

Total 


60.0124—60 



9.615 


Average 

.... 

.00103 



.801 



of 85, 87, 91 is 88; and so on for the other months. In this 
manner twelve median-Unk-relatives are obtained, and these 
numbers give an excellent picture of the seasonal movement. 
For purposes of further analysis of the series — actually correct- 
ing the original items for seasonal variation — they are, however, 
not appropriate. It is necessary to derive from these medians the 
indexes oj seasonal variation which will express the seasonal in- 
fluence of each month as a percentage of the average for the year, 
and which can therefore be used to correct the series of original 
items. 

This is accomplished by the arithmetical operations shown in 
Table 3 (M or N).^ The medians are converted from a per- 
centage to a decimal form — 113 becomes 1.13 — and entered in 
column I. In column II is entered the logarithm of each number 
in column I. If there were no other causes of fluctuations in the 
original figures than the seasonal variation, and if the median- 
link-relatives were perfect measures of the seasonal movement, 
the total of column II should be 0.0000. In actual cases this situ- 
ation will almost never be found. In case M the total is 60.0079 
— 60 which is .0079. In case N it is 60.0124 — 60 which is 
.0124 .^ 

^ See “Supplementary Note,” page 590, for a method which avoids logarithms, 

a The “ — 60” in these two cases arises from totalling the negative portion of 
the “characteristics" of the several logarithms in column II. In both illustrations 
there happen to be six such logarithms with negative characteristics of — 10 
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Table 4M-— Sales of Company M, Coreected foe 
Seasonal Variation 
(Unit: $ioo) 


Month 

1919 

1920 

1921 

X922 

1923 

1924 

January 

1611 

2128 

1243 

1126 

1660 

1636 

February 

1380 

2085 

1191 

131S 

1712 


March 

1307 

2189 

loss 

1388 

1751 


April 

1474 

2206 

1062 

1032 

1791 


May 

1485 

2099 

IOS 7 

1103 

1746 


June 

1471 

2209 

1031 

1131 

1592 


July 

1820 

2311 

993 

ms 

1586 


August 

1770 

2120 

IOS 7 

1166 

1S70 


September 

1779 

2051 

1098 

1393 

1508 


October 

I 7 S 5 

1804 

1146 

1428 

1507 


November 

1444 

17x7 

1167 

1644 

1546 


December 

1934 

1654 

IIS 7 

1717 

IS 39 



This total is divided by 12, and the result deducted from each 
item of column II to get the corresponding item of column III. 
Column IV is then derived as follows: the January item is the 
same as that for column III, the February item is the January 
item of IV plus the February item of III, the March item is 
the February item of IV plus the March item of III, and so on, 
and finally the December item is the November item of IV plus 
the December item of III. If the “correction” made in deriving 
column III is appropriate and if the other arithmetical opera- 
tions are accurate, this December item of column IV should be 
.0000, or almost exactly so (an error of a few — even five — units 
in the fourth decimal place is possible, thus for instance .0004 

each, but there is nothing inherent in the nature of the problem which renders 
it inevitable that there shall be six such logarithms in every case. The essen- 
tial point to observe is that every median in column I which is less than unity 
will have a logarithm with a characteristic of the form “9. — 10,” and conse- 
quently there will be a "minus” portion of the total of column II. Now, this 
minus portion Is just as important a part of the total as the plus portion; and 
in some cases it may numerically exceed the plus portion. Thus, for instance, 
if the total for case M had read S9.o°79 — do, that total would have a net nega- 
tive value of — ,9921. Such a case would scarcely arise in practice, but it is 
entirely likely that such totals as sO-VSda — do or 49,8138 — 50 may be found; 
and the actual total in these cases would be expressed in the forms — .243 8 and 
— .1862. The further treatment of such negative cases is along iines exactly 
parallel to those presented in the text for the positive case of series M and N, 
except that, where 1/12 of the total of column 11 is deducted from each item of 
column II to get the items of column HI in the positive case, 1/12 of the numer- 
ical value of the total of column II is added to each item of column II to get 
the items of column III in the negative case. 
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Table 4N — Sales of Company N, Corrected for 
Seasonal Variation 

(Unit; $joo) 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

707 

1005 

662 

612 

803 

826 

February 

714 

976 

668 

658 

80s 


March 

678 

990 

658 

661 

856 


April 

726 

930 

632 

709 

840 


May 

729 

944 

593 

708 

825 


June 

717 

979 

598 

729 

812 


July 

804 

979 

S86 

735 

772 


August 

808 

909 

603 

723 

768 


September. ... 

823 

906 

608 

727 

784 


October 

808 

833 

631 

723 

813 


November 

843 

780 

611 

757 

814 


December 

808 

693 

633 

759 

833 



or .9997); and this should be regarded as a partial check on 
the computations already made in columns II to IV of Table 3. 

Column V consists of the numbers whose logarithms are the 
items of column IV, as determined from the logarithm tables. 
The figures in column V constitute an index of seasonal variation, 
but the objection to them is that they are on the base December 
= 100%. One final operation is necessary: the average of 
column V is obtained — 1.071 in case M — ^and this average is 
divided into each item of column V. The results, thrown into 
percentage form, are entered in column VI; and they are the 
final indexes of seasonal variation which were desired.^ 

I It should be remarked that these indexes should not be carried to more 
decimal places than the original medians: thus, actual division of 1.128 by 1.071 
yields 105,2%, but there is no warrant for presenting the index beyond the units 
per cent place. The reason for this lies partly in the fact that the medians ran 
only to whole units of per cent rather than to tenths of per cent: thus, 113 
instead of 113.2 (for instance). It should not, however, be inferred from this 
that by computing the medians to tenths of per cent one can properly refine the 
seasonal indexes to tenths of per cent. On the contrary, it is exceedingly doubt- 
ful if there is any series of only five or six years in length in which the seasonal 
movement is so precisely determinable that it can properly be carried to- tenths 
of a per cent, The chances are quite the other way in a short series, and it is 
highly possible in many cases that the seasonal indexes should only be given 
to the nearest even per cent (rounding off all odd percentages), and there are 
even instances in which they should be given only to the nearest multiple of 
five. In the intermediate steps of the computation of Table 3 the operations 
are carried to a slightly greate? degree of accuracy than it is expected to have 
in the final result, but this should not be allowed to alter the basic considera- 
tions mentioned above. 
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V. Eliminating Seasonal Variation 
The seasonal indexes are used to “correct” the original items, 
so that the resulting figures will be free from seasonal variation 
and will reflect only the fluctuations due to the phases of the 
business cycle.^ The arithmetic devices for accomplishing this 
“correction” are various, but it is necessary to discuss here only 
the two which are chiefly useful in problems of this sort. 


Table 5M — Sales of Company M 
(Relatives on iQip-21 average as 100%) 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

107 

141 

82 

74 

no 

108 

February 

81 

122 

70 

77 

100 


March 

84 

141 

68 

89 

II3 


April 

86 

129 

62 

61 

los 


May 

94 

132 

67 

70 

no 


June 

96 

144 

67 

73 

103 


July 

III 

141 

61 

68 

97 


August 

IIS 

137 

69 

76 

102 


September 

113 

131 

70 

89 

96 


October 

123 

126 

80 

100 

lOS 


November 

91 

108 

74 

104 

97 


December 

113 

97 

68 

lOI 

90 



One process consists in the direct division of the actual items 
(Table i) by the seasonal indexes (last column. Table 3) to 
yield the corrected figures (Table 4, M and N). Thus, the 
figure in Table 4M for January, 1919, namely 1611, is obtained 
by dividing the actual item 1691, given for January, 1919, in 
Table iM, by the January seasonal index, 105% (which is 1.05, 

lit should be recalled here that we have assumed that the series under in- 
vestigation, covering only a few years, has no secular trend, or that such trend 
as may actually exist is not determinable by methods at present available and 
must therefore be ignored until more time has elapsed and data covering a longer 
interval of years are at hand. There are, indeed, a few exceptional cases of series 
covering only a few years, in which an indirect correction for trend can be 
made, by special devices. Section B, page 592, handles the problem of correcting 
for trend in series extending over longer intervals of years, but it is not possible 
to discuss any of the special devices. We are confident that, in nearly all cases 
of series extending from 1919 to date, or for a short future time, the present 
plan of neglecting trend will yield results which will be sufficient for most pur- 
poses. 

We recall also that it is assumed that the so-called irregular fluctuations cannot 
ordinarily be separated from the cyclical fluctuations; and, when we speak of 
cyclical fluctuations, it is understood that the irregular variations are included. 
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in decimals). Likewise, 1380 for February, 1919, is the ratio 
of the original 1284 to the seasonal index .93. In this manner 
all the figures (“original items corrected for seasonal variation”) 
of Table 4 are derived. These figures are expressed in the same 
units as the original data ($100 in the illustrations). 


Table sN — ^Sales of Company N 

(Relatives on xgig-21 average as 100%) 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

79 

112 

74 

68 

go 

92 

February 

77 

I os 

72 

71 

86 


March 

86 

126 

84 

84 

109 


April 

90 

IIS 

78 

87 

104 


May 

9 S 

123 

77 

92 

107 


June 

93 

127 

78 

9 S 

105 


July 

103 

126 

75 

94 

99 


August 

no 

124 

82 

99 

lOS 


September 

no 

121 

81 

97 

loS 


October 

118 

121 

92 

los 

118 


November 

114 

los 

82 

102 

no 


December 

132 

113 

104 

124 

136 



The second process consists of two steps, first, converting the 
original items (Table i) to relative numbers (Table s, M and 
N), on some selected base, and, second, correcting these relative 
numbers for seasonal variation, to yield the adjusted relatives 
(Tables 6, M and N). The selection of the base period usually 
involves an exercise of judgment— apart from any direct and 
automatic calculations afforded by the statistics — as to what level 
is approximately “normal” for the period under examination and 
for the months of the immediate future. Ordinarily, it will be 
fairly safe to take the monthly average for 1919-21 as the base, 
and that selection is used in the illustrations. In some special 
cases it will, however, prove desirable to select some other in- 
terval; but strong reasons for such other selection should be 
quite clear, for the 1919-21 interval has been observed to be 
fairly normal in a large number of actual cases. 

When, in applying the second process, the base has been se- 
lected (it is 1586, average for 1919-21, in case M), the items of 
Table S are obtained by dividing the actual items of Table i by 
the base number, and expressing the results as percentages. 
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Table 6M — Adjusted Relatives of Sales of Company M 
(Percentage a) igig-ai average, corrected jor seasonal variation) 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

102 

136 

77 

69 

loS 

103 

February 

88 

129 

77 

84 

107 

March 

82 

139 

66 

87 

IIX 


April 

93 

136 

69 

68 

112 


May 

94 

132 

67 

70 

no 


June 

93 

141 

64 

70 j 

100 


July 

114 

144 

64 

71 

100 


August 

112 

134 

66 

73 

99 


September 

112 

130 

69 

88 

95 


October 

112 

IIS 

69 

89 

94 


November 

91 

108 

74 

104 

97 


December 

120 

104 

7 S 

108 

97 



Thus, for January, 1919, the item 107 of Table sM is the ratio 
of the 1691 of Table iM to the base 1586. These “relatives” 
of Table 5 are then corrected by subtracting from them the sea- 
sonal indexes, and adding 100 to the results. Thus, the 102 for 
January, 1919 (as given in Table 6M) is obtained by deducting 
105 from 107 and adding 100 to the difference. In this manner 
all the items of Table 6 are derived and they constitute the 
series of “adjusted relatives” which are free from seasonal in- 
fluences. 

The two processes described will not yield curves which have 
identically the same form, for they rest upon slightly differing 
assumptions as to the manner in which seasonal influences affect 
the original series. If the cyclical and seasonal variations are 
not large, the differences between the resulting curves, based 
upon the two processes described above, will not in general be 
of much significance; but if the seasonal variation is heavy (if 
it ranges further than, say, from 90% to 110%), and if the 
cyclical movement is considerable, there may well be appreciable 
differences between the resulting curves. No general statement 
can be made as to which method is universally preferable, al- 
though on the whole it seems probable that the second process 
is usually the better. In individual cases, however, if the curve 
resulting from the application of the second process seems (upon 
examination of the chart, as in the case of Figure iM of original 
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Table 6N' — Adjusted Relatives of Sales of Company N 


(Percentage •oj 1010-21 average, corrected for seasonal variation') 


Month 

1919 

1920 

1921 

1922 

1923 

1924 

January 

94 

127 

89 

83 

105 

107 

February 

95 

123 

90 

89 

104 


March 

89 

129 

87 

87 

II 2 


April 

96 

I 2 I 

84 

93 

no 


May 

96 

124 

78 

93 

108 


June 

94 

128 

79 

96 

106 


July 

I OS 

128 

77 

96 

lOI 


August 

106 

120 

78 

95 

lOI 


September 

108 

119 

79 

95 

103 


October 

107 

no 

81 

94 

107 


November 

III 

102 

79 

99 

107 


December 

107 

88 

79 

99 

III 



data) to be affected by a small seasonal movement, there is in- 
dication that it might have been better to try the first process; 
and in such instances it would be well to try also the first process. 
Usually for the purposes of comparison which are in view in 
analyzing a series extending over only a few years, the results 
of the second process will be quite satisfactory. 


VI. Comparison of the Corrected Series with the 
Harvard Index 


The graphic comparisons are accomplished by plotting the re- 
sults obtained in Table 4 or 6 on a chart with the Harvard B 
curve. If the results of Table 4 are used, the corresponding 
curve is plotted by selecting a scale in the manner suggested in 
the note.^ The results for the series used as illustrations are 


iThe selection of the vertical scale depends upon the range of fluctuation 
of the series being plotted by the indvidual orgamzation. That senes should 
be examined to find the highest monthly figure and tte lowest figure 

in the interval 1919 through 1922. H difference between the high and the 
low thus found is divided by 4, the resulting figure “fy 
mately the amount to use for the verUcal scale per lycle unit. The swle se ec 
tion for the post-war period may not be appropriate for the pre-war Permd, 
and there is no objection to selecting a different vertical scale in the Pre-war 
period. What is desired after aE is a comparison of the timng of movements, 
and for this purpose the pre-war and post-war scales need 

See Table A-III, p. 6oe, for monthly figures for the Index Chart, 1919-19231 
and Monthly Statistical Survey of the H^ard Economic 

months. In some cases it will prove desirable to make comparison wth the 
volume of trade or manufacturing, indexes of Which are given in Tables C-1 and 
D-I, pp. 611 and 617, respectively. 
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Figure 4M; Sales of Company M (original data corrected for seasonal variation 
and expressed in hundreds of dollars) compared with the Harvard B curve 


shown in Figures 4M and 4N, on this page. If the figures in 
Table 6 are used (as in general they will be), the ioo% 
line is taken to correspond with the zero line of the Harvard B 
curve; but the range of the scale (how many per cent shall equal 
one cycle unit on our B-curve scale) is decided again according 



Figure 4N ; Sales of Company N (original data corrected for seasonal variation and 
expressed in hundreds of dollars) compared with the Harvard B curve 
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Figure sM; Sales of Company M (percentage relatives to the igip-ipai average 
as base, corrected for seasonal variation) compared with the Harvard B curve 


to the rules given in the note. Figures sM and 5N, on this page, 
are made in this way. 

There is no occasion in making comparisons of this sort to 
attempt to convert the corrected figures for the individual busi- 
ness into so-called cycles. In a study extending over a long 



Figure sN: Sales of Company N (percentage relatives to the 1919-1921 average as 
base, corrected for seasonal variation) compared with the Harvard B curve 
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period of years it is desirable to make this conversion on two 
grounds. First, the determination of cycle units by the statistical 
operations dependent upon the calculation of the standard devia- 
tion is a more reliable and satisfactory scheme for selecting 
scales for so long a series than is the scheme presented in the 
note. Secondly, when a long series of figures is available, cor- 
rection not only for seasonal variation but also for trend is usu- 
ally possible; and, when that has been done, the arithmetical 
methods of correlation may be used in addition to the graphical 
methods of comparison.^ Those arithmetical methods of mea- 
suring correlation involve the expression of the corrected figures 
in cycle units. For the case of a short series such as those in 
view, it is not appropriate to make such an arithmetical measure- 
ment of correlation, and there is therefore in such cases no rea- 
son for converting the results to cycle units. So far as the 
curves are concerned (the graphical comparison) the results are 
precisely identical — assuming a good selection of scale — whether 
the adjusted relatives or cycles are used. 

The conclusions drawn from a graphic comparison of the cor- 
rected series for an individual concern with the B curve should 
not be regarded with too great finality. Such comparison should 
be very helpful, but should be used with caution, in planning 
for the future. 

Supplementary Note: Derivation 
• OF Seasonal Indexes 

The method described above, under “Seasonal Variation,” on 
page 575, for the derivation of the seasonal indexes from the 
median-link-relatives, involves the use of logarithms. An alterna- 
tive method is presented herewith, to show how the indexes can 
be obtained by using only the simple arithmetical operations of 
addition, subtraction, multiplication, and division (and entirely 
avoiding logarithms). The medians' are entered in column I of 
Table 7 (M or N), and “chained” to get the items of column 
II. The chaining consists in entering the January median in the 
January space of column II, multiplying this January item of 
column II by the February median and entering the result in 
the February space of column II, multiplying the February item 

^For discussion of these arithmetical methods of correlation and illustrations 
of their use, consult Professor Persons’ Indices of General Business Conditions. 
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of column II by March median and entering the result in 
the March space of column II, and so on throughout column 
II. The resulting chain relative for December should be i.ooo, 
if it were not for the imperfections of the medians as measures 


Table yM — Short-Cut Calculation of Seasonal Index 


Month 

I 

Median 

cii 

Relatives 

ciii 

IV 

Corrected 

Chain 

Relatives 

I d 

I VI 

Tables 

January 


1. 130 

.001 

1. 129 

lOS 

IDS 

February 

.88 

•994 

.003 

.991 

92 

93 

March 

1. 10 

1.094 

.004 

1.090 

102 

102 

April 

.92 

1.006 

•005 

1. 001 

93 

93 

May 

i.oy 

i.oy 6 

.007 

1.069 

99 

100 

June 

1.03 

1. 108 

.008 

1. 100 

103 

103 

July 

•95 

1.052 

.009 

1.043 

97 

97 

August 

1.06 

I. IIS 

.oil 

1. 104 

103 

103 

September 

.98 

1.092 

.012 

1.080 

lOI 

lOI 

October 

1. 10 

1. 201 

•013 

1.188 

III 

III 

November 

.90 

1. 081 

.015 

1.066 

99 

100 

December 

■ 94 

1. 016 

.016 

I.ooo 

93 

93 

Average 


•0013 


1.072 




Table yN— S hort-Cut Calculation of Seasonal Index 


Month 

I 

Median 

II 

Chain 

Relatives 

III 

Correc- 

tion 

IV 

Corrected 

Chain 

Relatives 

V 

Index 

VI 

Index 
from 
Table 3 

January 

.68 

.680 

.002 

.678 

85 

8 S 

February 

•97 

•659 

.005 

•654 

82 

82 

March 

1. 19 

.784 

.007 

•777 

97 

97 

April 

•97 

.760 

.010 

■750 

94 

94 

May 

1.05 

.798 

.012 

.786 

99 

99 

June 

1. 01 

.806 

.014 

.792 

99 

99 

July 

•99 

.798 

.017 

.781 

98 

98 

August 

1.06 

.846 

.019 

.827 

104 

104 

September 

•99 

•838 

.022 

.816 

102 

102 

October 

1.09 

.914 

.024 

.890 

112 

HI 

November 

•93 

.850 

.027 

.823 

103 

103 

December 

1. 21 

1.029 

.029 

I.ooo 

125 

I2S 

Average 


.0024 


.798 
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of the seasonal movement. Actually, this December chain rela- 
tive •will usually differ from i.ooo; and the difference (.016 in 
case M) is divided by 12 and used to obtain the “correction” 
given in column III. Thus, the first item of column III is 
I X -0013 (rounded off to 3 decimal places), the second item 
is 2 X -0013, and so on, until the last item is 12 X .0013. These 
corrections, of column III, are then subtracted from the original 
chain relatives, of column II, to obtain the corrected chain rela- 
tives, of column IV. The average of the 12 items of column IV 
is then found (1.072 in case M), and the items of column V are 
derived by dividing the corresponding items of column IV by 
this average and expressing the results in percentage form. 
These results are the monthly seasonal indexes desired, and can 
be used in all respects as substitutes for the indexes found by 
the calculations of Table 3. The two processes are not identical, 
but in all ordinary cases the differences (in the present case 
shown by comparing columns V and VI) will be very small and 
can be neglected. 

B. CORRECTION FOR TREND AND 
SEASONAL VARIATION 

VII. Introduction 

It has been explained in the first section of this chapter that, 
with almost no exception, series which do not begin earlier than 
1919 cannot satisfactorily be corrected for trend. It is true that 
short post-war series may have a trend — a long-time tendency 
toward growth or decline — and that such trend may interfere 
somewhat in the comparison of the series with the Index curves. 
Only in very exceptional cases, however, will the trend be suffi- 
cient to constitute a real obstacle to effective comparisons ex- 
tending over a half-dozen years. As soon as more than about 
a half-dozen years have elapsed since the war — as soon as the 
series is long enough so that the trend may become a serious 
obstacle to comparison with the Index curves — most of the series 
will by that very fact be long enough to warrant determination 
of trend by the method presented below. 

The first section of this chapter was therefore devoted solely 
to a presentation of methods of correcting a post-war series for 
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seasonal variation. That once accomplished, the resulting cor- 
rected series can in almost all cases be compared satisfactorily 
with the Index curves. At most — and this only in the worst 
cases— the comparison would need to be made with a mental 
reservation as to the probable effect of the trend upon the rela- 
tions revealed by the comparison. 


Table 8 — Sales of Company M, in Hundeeds of Dollars 


Month 

1903 

1904 

X 90 S 

1906 

r 907 

190 

1909 

1910 

1911 

7910 

1913 

1914 

January 

3S2 

.326 

384 

455 

,569 

456 

526 

724 

607 



719 

February 

296 

268 

320 

405 

485 

359 

394 

558 

.523 

550 

717 

466 


32b 

301 

356 

44,5 

544 

407 

489 

913 

.581 

646 

762 

673 

April 

322 

284 

333 

411 

.530 

375 

4.S4 

617 

585 

623 

716 

692 

May 

327 

317 

355 

445 

52s 

423 

473 

632 

594 

646 

706 

709 

June 

352 

344 

401 

500 

575 

455 

520 

671 

667 

771 

809 

683 

July 

338 

324 

397 

482 

565 

428 

551 

640 

634 

735 

1 763 

625 

August 

336 

316 

400 

463 

564 

430 

509 

649 

623 

712 

671 


September . . . 

306 

315 

411 

476 

539 

413 

540 

615 

65s 

706 

675 


October 

355 

373 

472 

555 

558 

495 

669 

723 

847 

869 

774 


November 

326 

336 

439 

505 

454 

455 

610 

61 1 

639 

777 

660 


December , , . . 

307 

328 

418 

496 

418 

437 

603 

529 

565 

683 

634 



The present discussion pertains to a much longer series, in 
which correction for trend as well as seasonal variation can be 
made. 

It may seem that such a longer series would be presented if 
figures were available beginning with a date considerably before 
1919, for example 1913. From the point of view of mere length, 
such a series would be adequate for the determination of trend. 
Experience shows that the time interval which includes the war, 
or part of the war, is in many cases not fitted for the determina- 
tion of trend. This is almost invariably true of all series ex- 
pressed in dollars, such as value of sales, orders entered, and 
net earnings, for the reason that the far-reaching price upheavals 
incident to the war wrought sweeping and quite misleading 
changes in nearly all series expressed in dollars. Moreover, the 
objection may well apply to series not expressed in dollars. Even 
in many of these cases the war experience brought such unusual 
conditions, due to altered directions of our industrial effort, to 
temporary modifications in our distributing system, and to a 
variety of other circumstances, that trends based in part upon 
war-time figures are likely to be seriously in error. The con- 
clusion is, therefore, that it is only in exceptional cases that in- 
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dividual concerns whose data extend back only as far as 1913 will 
be justified in fitting trends to be used in estimating current 
tendencies. 

It is quite impossible to cover, in a general discussion such 
as the present, the specific problems of the occasional exceptional 
case. The present analysis is devoted, therefore, to the problem 
of a typical concern possessing monthly data for a considerable 
number of years before the war. 

VIII. Determination of Trend 
For illustration the sales of Company M are used, figures for 
which are available monthly from January, 1903, to date. The 
analysis, in accordance with the remarks of section VII, will be 
confined to the pre-war years. The actual determination of 
trend will be based upon the eleven years 1903-13.^ 

From the actual figures, a working table is compiled by the 
process discussed under “Statistical Data,” on page 569. Table 
8, on page S93, and Figure 6M, on page 597, show this series of 
original items as it will be used in the analysis. 

The first operation is to find the monthly average in each of 
the II years; the 12 monthly items in each year are totaled, and 
the result divided by 12. These ii monthly averages are then 
entered in column I of Table 9. In column II are introduced 
the time factors: whole numbers ranging from + s to — 5.^ 

In column III are entered the products of the individual nega- 
tive time factors by the corresponding items of column I, and in 
column IV are entered the products of the individual positive 
time factors by the corresponding items of column I. Columns 
III and IV are then totaled; and the difference (net), with proper 
regard for -|- and — signs, is found. It is designated numerator 
in Table 9. 

^It is desirable, for practical simplicity, to use an odd number of years. 
When given an even number (1904-13, 1906-13) of years, no important error 
will in general be made if one of those years is omitted. Thus, in the cases sug- 
gested, one should use 1905-13, 1906-12; in the second case it is probable that 
1907 is high and 1913 low, and hence it is preferable to use 1906-12 rather than 
1907-13 in order that both ends may be more nearly in the same stage of the 
business cycle. A series shorter than 7 years should not be used. 

“ In the case of a 9-year series, or a 13-year secies, obvious changes would 
be made: the principle used is that the time factor for the middle year is o, 
those for earlier years are successive negative numbers, and those for later years 
successive positive numbers. Thus, for 1901-1913: — 6, — 5, S> 6. 
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Table 9 — Computation of Trend 



The next operation is to divide this numerator by the appro- 
priate denominator given in Table 10. Thus, for the present 
illustration, the denominator to use is that for the 11 -year inter- 
val, namely, no. The result of this division is the annual in- 
crement, 41.0, which is the normal increase per year in the series 
under investigation.^ 


Table 10 — Denominators foe Periodic Intervals 


Number of Years 

Denominator 

Number of Years 

Denominator 

7 

28 

19 

570 

9 

60 

21 

770 

II 

110 

23 

1012 

13 

182 

25 

1300 

IS 

280 

27 

1638 

17 

408 

29 

2030 


It is also necessary to calculate the average of the n items in 
colunrn I. This average (515) is the central value in the series; 
and it pertains to the point of time at the very middle of the 
interval used in getting trend, in this case July i, 1908. 

1 If the net of columns III and IV had been negative, this annual increment 
would have been negative, and would have represented therefore the normal 
decrease per year. 





596 PROBLEMS IN BUSINESS ECONOMICS 

The annual increment and the central value are the two num- 
bers which completely determine the trend. From them we know 
what is the normal increase (or decrease) from year to year, and 
what is the level at the middle of the interval. These two num- 
bers enable us to determine the “ordinates of trend.” 

DC. The Ordinates of Trend 
The ordinates of trend are the monthly values which the actual 
items of the series would have had if they all had fallen exactly 
on the line of trend — if they had been subject to no other cause 
of variation (such as seasonal or cyclical fluctuations) than the 
long-time trend. 

Table ii — Ordinates of Trend for Series M 


Month 

1903 

rpo4 

1905 

1906 

roor 

1908 

1909 

1910 

1911 

tor. 

1913 

1914 

January 

201 

332 

. 37.3 

414 

455 

496 

.537 

578 

619 

660 

701 

742 

February — 

294 

, 3 . 3 ,“; 

. 37 b 

417 

4.58 

499 

540 

58 1 

622 

663 

704 

74.5 

March 

297 

338 

379 

420 

461 

502 

. 54.3 

584 

625 

666 

707 

748 

April 

301 

342 

383 

424 

465 

506 

.547 

588 

629 

670 

711 

7.52 

May 

304- 

345 

386 

427 

468 

509 

550 

591 

632 

673 

714 

755 

June 

307 

348 

389 

430 

471 

512 

553 

594 

6351 

676 

717 

758 

July 

311 

352 

393 

434 

475 

516 

557 

598 

639 

680 

721 

762 

August 

314 

355 

396 

437 

478 

519 

560 

601 

642 

683 

724 


September .... 

317 

358 

399 

440 

481 

522 

563 

604 

645 

686 

727 


October 

321 

362 

403 

444 

485 

526 

567 

608 

649 

690 

731 


November. ... 

324 

365 

406 

447 

488 

529 

570 

611 

652 

693 

734 


December .... 

328 

369 

410 

451 

492 

533 

574 

615 

656 

697 

738 



The calculation of the individual monthly ordinates proceeds 
as described below. The central value (see section VIII) is the 
ordinate for July i, 1908; and, by deducting from it the annual 
increment, we could get the ordinate for July i, 1907, and so on 
for other years. For the purpose in hand, however, ordinates 
should pertain to the middle rather than the first of each month 
(in order to compare directly with our Index curves, for which 
data apply to the middle of each month) . 

The first step therefore consists in getting the ordinate for the 
middle of each month in the middle year (1908). The annual 
increment is converted to a monthly increment by dividing it 
by 12. Since the middle of June is one-half month before July 
I, the ordinate for June is the central value, diminished by one- 
half the monthly increment. Likewise, the ordinate for July is 
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the central value, increased by one-half the monthly increment. 
The other monthly ordinates of 1908 are then obtained step by 
step; the ordinate for May by deducting the monthly increment 
from the ordinate for June, and so on, to January; the ordinate 
for August by adding the monthly increment to the ordinate for 
July, and so on, to December. 

Thus the monthly ordinates for the months of January and 
July, 1908, are shown at 0 and 0 in Figure 6M, below. The 
inclined straight line is the trend. It indicates a condition of 
steady and substantial growth during the period. 



Figure 6M: Sales of Company M (actual data in hundreds of dollars) in pre-war 
interval 


The second operation consists in getting the monthly ordinates 
of all other years from the corresponding monthly ordinate of 
1908. Thus, for January, 1907, deduct the annual increment 
from January, 1908; for January, 1906, deduct twice the annual 
increment from January, 1908; for January, 1909, add the an- 
nual increment to January, 1908, and so on until all the January 
ordinates are computed. In a similar way, all the ordinates for 
each of the months of the year can be found by starting with the 
corresponding month of 1908. Although it is not safe to assume 
that the trend calculated for 1903-13 wiU hold accurately over a 
much longer time-interval, there is no objection to extending it 
for a few months. Thus, Table ii shows the ordinates extending 
to July, 1914- , . f .V, 

It should be remarked, furthermore, that comparison of the 
January ordinates for 1903 and 1914 affords a partial check on 
the accuracy of the computations; the difference between the 
two ’should be n times the annual increment. This check is, 
however, not conclusive, and great care must be taken to avoid 
error in getting each individual ordinate. 
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X. The Elimination of Trend and Seasonal Variation 
The correction of the original series for trend — the elimina- 
tion of trend — consists in dividing each actual item by the cor- 
responding ordinate of trend, and expressing the result on a 
percentage basis. Thus, for January, 1903, the actual item 
(332) is divided by the ordinate (291) to yield the per cent ratio 
(114). In a similar manner the per cent ratios are computed 
for all the months, and the complete results are exhibited in 
Table 12, on page 599, and Figure 7M, below. 

The next operation is to correct the per cent ratios for seasonal 
variation. The indexes of seasonal variation for the pre-war 
series M are: 

108, 91, loi, 94, 96, 106, 100, 97, 97, 1 13, 102, 96. 


It is noted that these are somewhat different from the indexes 
for the post-war interval, as given in Table 3M on page 580. 



Figure 7M: Sales of Company M (percentage ratios of actual data to ordinates 
of trend) 


The computation of the pre-war indexes of seasonal variation 
is by rules exactly similar to those used in the post-war case 
discussed in the first section of this chapter. Month-to-month 
link relatives are computed, and scored in a multiple frequency 
table. The medians (true medians — ^middle items — here, instead 
of averages of middle three items) are found, and subjected to 
those adjustments which yield the indexes of seasonal variation. 

To correct the per cent ratios for seasonal variation, from each 
of them the corresponding seasonal index is deducted. Thus, 
from every January per cent ratio 108 is deducted; from every 
February per cent ratio 91 is deducted, and so on. The results 
are the per cent deviations from normal, corrected for seasonal 
variation; and they are shown for series M in Table 13. These 
results represent the original items with trend and seasonal varia- 
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Table 12 — Per Cent Ratios, Actual Items to Ordinates of 
Trend, for Series M 



tion eliminated. They can be converted to “adjusted relatives” 
by adding 100 to each “per cent deviation.” 

XL Cycles, and Comparison with the Harvard Index 

One further operation is necessary before a satisfactory 
graphical comparison with the Index curves can be made. This 
consists in dividing each of the “per cent deviations from normal, 
corrected for seasonal variation” by the standard deviation to 
yield the cycles. This operation has in a sense the same pur- 
pose as the rule-of-thumb selection of scales for the post-war in- 
terval, described in the first sections of this chapter. 

Although the concept of standard deviation is not complicated, 
its calculation is somewhat laborious. For the present purpose 


Table 13 — Per Cent Deviations from Normal, Corrected for 
Seasonal Variation, for Series M 
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the calculation can be abridged very greatly by using an esti- 
mate for the standard deviation. This consists in adding all the 
“per cent deviations from normal, corrected for seasonal varia- 
tion” from January, 1903, to December, 1913, assuming that 
they are all positive (i. e., neglecting all — signs) ; dividing the 
resulting total by the number of months (132); and multiplying 
this quotient by 5/4. This yields in the present case 10.9, and 
this is accepted as a fairly good estimate of the standard devia- 
tion. The standard deviation is divided into each item of Table 
13 to yield the cycles shown in Table 14 on page 601. 



Figure 8M: Sales of Company M (percentage deviations from trend, corrected for 
seasonal variation and expressed in units of one standard deviation) compared with 
the Harvard B curve 


These cycles can then be plotted and compared directly with 
the Index curves, for they are in the units for which the scale 
used in plotting our Index curves is appropriate. Figure 8M, 
above, shows the cycles of series M (bi-monthly averages of 
the data of Table 14) thus compared with the curve B, of gen- 
eral business.^ 


XII. Exceptional Cases 

What may be regarded as a typical case has been discussed 
above: a concern which had become well established as early 
as 1903, and belonged to an industry or trade in which condi- 
tions were fairly well settled and were not subjected to extreme 
modification during the interval studied. A fairly large number 
of business concerns which have data for these earlier years will 
find this case t5rpical for their experience. In such typical cases, 

1 (Tomparisons may also be made with the Index of Trade (Table C-I, p. 611) ; 
and, in the case of series going back of 1903, with the Index of General Busi- 
ness Conditions of the Americap Telephone and Telegraph Company (Table A-I, 
p. 603). The figures for the pre-war Harvard Index Chart are given in Table 
A-H, p. 604. 
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Table 14 — Cycles, for Sales of Company M 
(Unit, one standard deviation— 10.0%) 



it is generally safe to determine trend as a straight line (as done 
above) and to regard a single line of trend as satisfactory for 
the whole interval. 


There are, however, occasional cases in which these assump- 
tions may not be warranted, and this fact will generally appear 
from an examination of the chart of actual items (correspond- 
ing to Figure 6M, on page 597). 

The difficulty may take the form of a trend which is clearly 
a curved rather than a straight line. Or it may turn out that 
one part of the interval has one trend and another part a quite 
different trend. It is impossible to present methods of handling 
these special problems in a general discussion like the present.^ 

The methods here presented are confined to the typical case, 
and they will be sufficient for most needs. The exceptions will 
usually occur in the case of a new company, or a company 
engaged in a new industry or trade, or a company rapidly pro- 
gressing but not yet stabilized, or a department or phase of a con- 
cern’s activities which has not settled down to the stable state 
existing in other departments. Each of these exceptional cases 
presents a problem by itself, and no attempt is made to cover 
such problems in this presentation. 


1 For a discussion of a trend which is a curved rather than a straight line, 
see “The Relation of a Public UtiUty to the Business Cycle,” by Homer B. Vander- 
blue and WilUam L. Crum, Harvard Business Review, July, 1924. In the ewe 
there discussed (the gross sales of the Public Service Electric Company, which 
furnishes electricity to five-sixths of the population of New Jersey), the trend 
during the interval 19x4-1919 was more steeply mchned than during the inter- 


vals 1904-1914 or 1919-1923. 
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INDEXES OF GENERAL BUSINESS CONDITIONS 

This chapter presents important indexes of general business 
conditions which, in most instances, have been adjusted accord- 
ing to the methods explained in Chapters II and XI. The pri- 
mary purpose is to furnish typical series of corrected statistics 
with which the figures of an individual industry or enterprise may 
be compared, after correction has been made for seasonal or 
growth influences. Since Government agencies, notably the Fed- 
eral Reserve Board in the Federal Reserve Bulletin, and the De- 
partment of Commerce in the Survey of Current Business, publish 
a wide variety of monthly data on business conditions,^ no at- 
tempt has been made to present series other than those of broad 
interest. Professor Persons’ Indices of General Business Condi- 
tions contains detailed analysis of most available figures for the 
pre-war years, together with a complete description of their use 
in the construction of the Harvard Index Chart. The Monthly 
Statistical Survey of the Harvard Economic Service regularly pre- 
sents the latest figures for the statistical series here reprinted from 
the publications of the Harvard University Committee on Eco- 
nomic Research. The latest corrected statistics on retail trade dis- 
cussed in Chapter V appear in the Federal Reserve Bulletin. 

The statistics of pig-iron production, 1885-1923, and of inter- 
est rates, 1866-1923, are included without correction. These two 
long-time series of actual data may be used by teachers who desire 
to drill students in the methods of measuring the business cycle 
devised by Professor Persons and described in previous chapters 
and in his book. Other uncorrected series appear in the publica- 
tions cited in the preceding paragraph. The laboratory problems 
in An Introduction to the Methods of Economic Statistics, by 
W. L. Crum and A. C. Patton, are well chosen for such drill.^ 

1 Much of this material, together with other monthly series of business data, 
is reprinted periodically by the Standard Statistics Company in its Statistical Bulle- 
tin. 

2 Published (Second Preliminary Edition) by Harty-Musch Press, New Haven, 
Conn. 
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Tabxe II 

The Harvard Index Chart, 1903-1914 (Figure 10, p. 33)^ 
(Unit; One standard deviation) 

Curve A 




Curve C 


Year 

Jan. 

Feb. 

Mai . 

April 

May 

June JuJy 

Aufi. 

Sept. 

0 

t. 

Nov. 

Dec. 

1903 

+ .4 

+ 

2 

4 " .6 

+ .6 

+ 

•4 

+ .8+ .9 

+ 1.0 

+ -7 

+ 

.6 

+ .9 


1904 

+ .1 

+ 


— . I 

- .8 


•9 

- .9 -1.2 

- 1-4 

-l.O 


•5 



1905 




— I.l 

- .8 


.8 

- .7 - .8 


- -5 


+ .2 

+ .6 

1906 


+ 

.6 

+ .8 

+ .9 

+ 

.8 

+ .7 + -9 
+ .8+1.0 

+ -9 

+ 1.1 

+ 

.8 

+ 1,0 

+ 1.0 

1907 

+ 1.0 

+i 


+1.5 

+ 1.0 

+ 

-.■i 

+1.2 

+ 1.2 

+ 1.3 

+ 1,0 

+ 1.4 

igo8 

+ I.I 

+ 

.6 

+ .6 



•7 

- .6- ,9 

-1.4 

-1,6 


.7 

-1.7 

-I 7 

1909 

-I.SI 



— I.i 

- 1-3 


-.1 

-1.3 -1-4 




.2 

+ ,2 

+ .1 

1910 

+ ’3 

+ 

■4 

+ .2 

+ .6 

+ 

.8 

+ .9 +1-2 

+'';8 

+ -4 

+ 

.6 

+ .7 


1911 




- -5 

- -7 


.6 

- - 5 - -6 

- -4 

- -4 


.6 

- .8 


1912 

- 


.6 

- -4 



. I 

- -3 0 

+ -2 

+ -5 

+ 

.8 

+ .9 

+i!i 

1913 

1914 

+ '4 
+ '-3 

+ 

■7 

+1.3 

- 4 

+ 1.2 
- .6 

+I 

.2 

+ 1.6 +1.5 
- - 3 + -3 

+ 1-3 

+ -9 

+ 

•9 

+ .9 

+1.0 


T, . ‘ includeg; (j) Yield on Railroad Bonds (reversed), (a) Price of Industrial Stocks. (3) 

Price of Railroad Stocks, (4) New York Bank Clearings; Curve B Includes: (i) Pig Iron Produc- 
tion, <a) Bank Clearings Outside New York, (3) Bradtoeefs Price Index. (4) United States Bureau 
of Labor Statistics Price Index; Curve C includes: (i) Rate on 4-6 month Commercial Paper, (2) 
Rate on 60-90 day Commercial Paper, (3) Loans of New York Banks (reversed), (4) Deposits of 
New York Banks (reversed). 
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Tablk II 

Ten Commodity Price Index 

{Average for tgtg — 100) 


Year 

Jan. 

Feb. 

Mar. 

April 

May 

June 

July 

Aue. 

Sept. 

Oct. 

Nov. 

Dec. 

1919 

99 2 

931 

87 8 

85 2 

87.0 

97 - 0 

101.6 

108. 1 

105.8 

102.1 

IIO.O 

114.8 

1920 

118.2 

120.4 

121.6 

I 2 I 0 

128.5 

128.5 

124.1 

115.7 

108.7 

102.5 

87.2 

74.0 

1921 

[65.8 

62 9 

57 9 

51-9 

51-7 

52.3 

511 

49.8 

52.1 

55.9 

55-7 

53-1 

1922 

53-6 

53-2 

55-5 

54-3 

56.6 

60.1 

63-4 

63.4 

64.6 

68.2 

71-3 

75.6 

1923 

76.9 

78.9 

78.2 

78.7 

76.1 

72.6 

68.0 

66.7 

67.8 

66.5 

65.8 

67.6 


Table III 

Monthly Relative Wholesale Prices^ (All Commodities) 
(a) 1900-1913 
{Average for iSgo-iSgg = 100) 



(b) 1913-1923 

{ipi3 Monthly Average = 100) 
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Table IV 

Bhadstkeet's Index op Commodity Prices^ 








Indexes of Thade 
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Table I 

Harvaed Index of Trade^ 

{Percentage deviations from normal) 
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Table II 

Index of Advertising in Newspapers and Magazines, Based Upon 
THE Average for 1919-1921 as ioo, and Corrected 
FOR Seasonal Variation (Figure 16, p. 54) 

Newspapers Magazines 



Table III 


Index of Total Advertising in Newspapers, 1910-1918, Based 
Upon the Average for 1913 as ioo, and Corrected 
FOR Seasonal Variation (Figure 18, p. S 7 ) 
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Table V 

Trend of Retail Sales by Lines 

{Corrected for seasonal variation. Average monthly sales ipip = loo) 
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Table I ( continued ) 
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Table II 

Monthly Tonnage op Pig-Ieon Production, 1885-1902^ 

(Unit = 1,000 long tons) 


Month 

1885 

1886 

1887 

1888 

18S9 

1890 

January 

260 

373 

503 

533 

624 

711 

February 

282 

377 

534 

4.59 

606 

713 


312 

377 

542 

429 

6II 

737 

April 

May 

299 

433 

551 

446 


736 

299 

468 

559 

472 

590 

742 

June 


481 

395 

476 

555 

737 

July 

286 

477 

433 

4SI 

577 

716 

August 

290 

468 

442 

477 

577 

676 

September 

282 

451 

533 

507 

585 

698 

October 

286 

472 

568 

525 

611 

729 

November 

303 

481 

572 

564 

672 

724 

December 

342 

490 

564 

601 

685 

707 

Month 

1891 

1892 

1893 

1894 

1895 

1896 

January 

681 

776 

724 

420 


885 

February 

594 

772 

711 

445 

694 

841 

March 

546 

798 

737 

468 

672 

807 

April 

460 

768 

746 

542 

676 

798 

May 

468 

737 

759 

468 

668 

811 


603 

711 

729 


672 

776 

July 

703 

698 

642 

j 364 

733 

763 

August 

698 

646 

446 

494 

772 

663 

September 

698 

624 

347 

637 


542 

October 

1 737 

655 

303 

642 

863 

468 

November 

772 

711 

334 

694 

928 

525 

December 

781 

733 

416 

720 i 

928 

603 

Month 

1897 

1898 

1899 

1900 ' 

1901 

1902 

January 

676 

967 

1037 

1254 

1063 

1275 

February 

694 

980 

1019 

1267 

1215 

1419 

March 

724 

1002 

980 

1249 

1245 

1380 

^ril 

737 

998 

1054 

1232 

1262 

144s 

733 

998 

1071 

1254 

1284 

1475 

June:::. 

724 

959 

1089 

1262 

1340 

1471 

July 

707 

924 

1122 

1202 

1327 

1505 

August 

707 

876 

1141 

1032 

1297 

1436 

September 

794 

906 

1145 

980 

1280 

1432 

October 

854 

920 

1189 

941 

1314 

1475 

November 

915 

976 

1228 

906 

1371 

1440 

December 

967 

ioo6 

1262 

972 

1384 

1471 

iComputed from the w 
garet G. Myera, Journal of 
were computed as follows: 
tober, 386; November, 394 

celdy capaci 

JanuaT’^la 
j December 

Ity of furnac 
m SiatisUccl 
tp; May, 343 
. 399. 

ea in blast at the first ol 
Associaiton, vol. i8. p. 
i; June, 335; August, 31 


h by Mar- 
884. figures 
er, 394; Oc- 
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Table III 

Monthly Tonnage of Pig-Iron Production, 1903-1923 


(Unit — 1,000 long tons) 


Month 


1903 

1904 

1905 

1906 

1907 

1908 

1909 

January .... 


1472 

gai 

1781 

2068 

2205 

1045 

I80I 

February . . 


1390 

1305 

1597 

1904 

2045 

1077 

1703 

March 

April 

May ... 

July 


1590 

1608 

1447 

155s 

1936 

1922 

2155 

2073 

2226 

2216 

1228 

1149 

1832 

1738 


1713 

1673 

1546 

1534 

1292 

1 106 

1936 

1793 

1741 

2098 

1976 

2013 

2295 

2234 

2355 

1165 

1092 

1218 

1880 

1929 

2101 

August 


1571 

1167 

1843 

1926 

2250 

1348 

2246 

September ... 


1553 

1352 

1899 

1960 

2183 

1418 

2385 

October 

November . . , . 


1425 

1039 

1450 

i486 

2053 

2014 

2196 

2187 

2336 

1828 

1563 

1577 

2600 

2547 

December . . , . 


846 

i6i6 

2045 

2235 

1234 

1740 

2635 

Month 


1910 

I9it 

1912 

1913 

1914 

1915 

1916 

January ... , 


2608 

1759 

2057 

2795 

I8S5 

1601 

318S 

February 


2397 

1794 

2100 

2586 

1888 

1675 

3087 

March 


2617 

2188 

2405 

2763 

2348 

2064 

3338 

April 

May 


2483 

2065 

2375 

2752 

2270 

2116 

3228 


2390 

1893 

2512 

2822 

2093 

2263 

3351 

June 

July 


2265 

2148 

1787 

1793 1 

2440 

2410 

2628 

2560 

1918 

1958 

2381 ' 
2563 1 

3212 

3226 

August 


2106 

1926 

2512 

2543 

1995 

2780 ‘ 

3204 

September 


2056 

1977 

2463 

2505 

1883 

2853 i 

3202 

October 


2093 

2102 

2689 

2546 

1778 

3125 

3509 

November , . 


1909 

1999 

2630 

2233 

1518 

3037 

3312 

December . . 


1777 

2043 

2782 

1983 

1516 

3203 

3171 

Month 


1917 

1918 

1919 

1920 

1921 

1922 

1923 

January 


3151 

2412 

3302 

3015 

2402 

1644 

3230 

February 

March 


2645 

3251 

2319 

3213 

2940 1 
3090 

2979 

3376 

1937 

1596 

1630 

2035 

2994 

3524 

April 


3335 

3288 1 

2478 1 

SE 

1193 

2072 

3550 

May 


3417 

3446 

2108 


2307 

3868 

Tune 


3270 

3324 

2115 

3044 

3067 

1065 

2361 

3676 

July 


3342 

3421 

2429 

865 

2400 

3678 

August 


3248 

3390 

2743 

3147 

954 

1816 

3449 

September 


3134 

3418 1 

2488 

3129 

986 

2034 

3126 

October 


3303 

3487 

1864 

3293 

1247 

2638 

3U9 

November 


3206 

3354 

2392 

2935 

1415 

2850 1 

2894 

December 


2883 

3434 

2633 

2704 

1649 

3087 ■ 

2921 
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E. Money and Security Markets 
Table I 

Rates on Prime Commercial Paper in New York/ 1866-1922 
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Table II 

Interest Rates on Ten Railroad Bonds ^ 


(Figures 31a and b, pp. 78-79) 
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Industrial Stock Prices^ 

{Monthly averages; 


1898 49 4 47 

1899 62.7 64 

1900 65.7 65 

1901 67.6 68 

1902 63.9 65 

lOfll t 


7 64,8 70.3 75 

7 65.9 63 6 63 
6 68.9 68 6 73 
9 65 I 66.2 67 
3 66,6 64.5 62 

8 47 9 47.8 49 


1905 70.1 73, 

1906 98.7 97 

1907 93 6 91, 

1908 62 7 60 

1909 85,6 83, 


6 78.0 80 0 74 
8 95-0 93-5 90 
6 82 8 83.1 81 
4 65.5 68,7 72 
3 83 9 85.9 90 


6 93 3 89.8 90 
0 94.6 93.9 93 
0 78.0 77.6 81 
0 87.4 91 0 99 

4 99.6100.8 91 

5 75-4 76-7 77 
0 87.3 91-7 93 
8104.3101.5 96 


7 80.3 82 3 85 
9 947 94-8 93 
I 70 6 62.6 55 
0 80 9 81,6 85 

8 98.0 98.1 98 


6 76 6 Stock Exchange closed 75 a 
4 71.9 79.2| 85.5! 92, J 94,4 97.0 


4 97 0 92.9 88 6 83 
o 80 4 81.8 82 o 82 
3 105.4 ”0.0 102 6 107 


,4 91.4 90.6 85.4 87 
.2 69.1 68.5 66.8 70 
6 93.4 95-2 98.3 99 
2 93.7 89.3 90,8 90 


0 84.9 78.4 71,9 
a 71.3 76.0 79-9 
8100.4 95.8 97,6 
3 87.7 91.0 94.1 


>• «7^-3iO. Source of data: January, lagy-^Decembcr. 1914, p 
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Table IV 

Railroad Stock Prices* 

(Monthly averages; Vnit~^i) 





INDEX 




INDEX 


A 

Actual items S7»)S93 

Advance in dividend 194 

Advertising 53.488,49i.49SiSoo,6ii 
Agricultural credit 368 

Agricultural depression 130,352 

American Telephone and Tele- 
graph Company frontispiece, 603 
Anaconda Copper Company 505 

Automobile accessories 517 

Automobiles 130,308,402 


Bank stock 192 

Banks and bankers 

II, IIS, 124, 131, 136, 141, 153, 166, 

170,177,181, 183,185, 190 
Base price 423 

Bond account 170, 186 

Bond indexes 623 

Bond prices and business cycle 76 

Bond yields and money rates 

73-85, 623 

Bonds, issue 170, 176, 185, 189, 249 
Bonus 131,208,391 

Bradstreet’s Index 608 

Bread 426 

Breakfast food 478 

Budget 99 

Building construction 281,318,322,324 


Business curve 
Business cycle 
Buyers’ strike 


32, 604 
3, 18, 89 

290,491 


Cancelation 376, 465, 472, 47s 

Candy 285,340 

Catloadings 27 

Chain stores 67, 208 

Chamber of Commerce 125 

Chocolate 34° 

Cigars 428 

Cocoa mats S49 

Combination 216,221,335 

Commercial bank 

II, 115, 134, 131, 136, 141,153, 166, 

170,172, 177,181,185, 187,190 
Commercial paper 

19,31, 73-86, 177,181,622 

Common stock 123, 131, 208, 230, 389 

Confidence 7 

Consignment 279, 502 

Consolidation 2 16, 221, 331, 33S 


Construction 281,318,322,324 

Control of inventory 315 

Convertible notes 212,222 

Copper, 212,297,335,481,504,540 
Copper Export Association 546 

Cost accounting 87,455,456 

Cost of living 306 

Cost of service 301, S42 

Credit, agricultural 268 

Credit riSc 491, 495, Soo 

Creditors, management by 2 68 

Crises , 5, 7, i4 

Crops 10 

Current ratio 166 

Curvilinear trend 600 

Cycle units 599 


D 

Dental supplies 
Department stores 
Depression 
Derived demand 
Deviation, standard 
Deviations from normal 
Diamonds 

Dividends, advance in rate 

Drugs 

Dry-goods 

Dun’s Index 

Duration of business cycle 


Economic return 41* 

Eight-hour day 3Sfi 

Employees, participation in 

management 3^9, 37* 

Employees, sale of stock to 382, 389 
Employers Association 35® 

Employment 47, 620 

Expansion 318, 321, 326, 49S, S04 

Exports 162,252,481,484,486 


F 


Federal Reserve System 183, 187 

Fishing 109 

Foreign trade 162, 481, 484, 4*6 

Freight rates S*7 


G 


General Electric Company 


S59 

354 
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General Motors Corporation 308,40a 
Gold exports « 

Goodyear Tire & Rubber Co. 334 


H 

Harvard Index Chart 

ai, 38,34, 3Si 6041 60s 
"Horse paper” i8a 

Hosiery 30S 


Implements 136 

Index Chart 3l, 28, 34, 604, 60s 

Index General Business— frontispiece, 603 
Index of Trade 46,57,610,611 

Industrial bonds 1S9 

Industrial stock prices 634 

Integration 373, 340 

Intercolumn displacement 577 

Interest rates 19,31,36,73*86,633 
Interstate Commerce Commission 537 
Inventory nS, I37, i44i *89,3*0,315 
Investment banking 197-353 

Iron ore 43*, 436 

Issues of bonds and stacks 197-353 


J 


Jevons 

9 

Jewelry 

S19 

Joint cost 

455,456 

K 

Knit goods 

3t6,30i 

L 

Labor so, 2 73, 344, 3S6, 361, 376, 3 78, 385 

Lake cargo coal 

527 

Lease system 

523 

Leather 

145 

Link relatives 

575 

Liquidation of inventory 

115, 144, 389 

M 

Machine tools 

360 

Machinery 

452. S13 

Magazine advertising 

54, 503, 613 

Maladjustments 

Managers' stock 

14 

393 

Manufacturing for stock 

383 

Manufacturing indexes 

39,617 

McKay 

5*4 

Measurement of business cycle 30 

Median link relative 

580 

Mercury 

34S 

Mercury boiler 

354 

Mill engineers 

319 

Mining 

335. 345 

Mining index 

46, 617 

Money rates 

73-85,604 


National aid 
New lines 

Newspaper advertising 
Night operations 


Paper 

Per cent deviations 
Personnel department 
Phonographs 
Pig iron 
Pottery 
Preferred stock 

118, 131, 134, 148, 197, 305, 
Price advance 

Price indexes 19,37,607, 
Price policy 

398, 400, 40s, 426, 428, 

Printing 

Prior preference stock 

Profit sharing 

Profits and business cycle 

Promotions 

Prosperity 

Purchasing policies 


373,486,488 

27,598 

376 

459, 491,531 
29, 30, 619, 6ao 
442 


430, 449 
358,363 
134,236 
378,383 


Railroad bonds 73-85, 170, 

Railroad congestion 

Railroad rates 

Railroad stocks 

Ratio, current 

Receivership 

Rectifiers 

Redemption 

Refractories 

Refunding 

Reorganization 

109, 139, 130, 134, 136, 
Re-Sole tire 
Retail stocks 

Retail trade 63, 

Revolving credit 
Rubber 


14, 197,224, 330,430 


Sales quota 
Sand 

Savings bank 


459,462,478 

456 

172 



INDEX 


63: 


Scrip 

Seasonal variation 
IS, 36, 63, 65, 95, 126, 305, S6Qi S 
Secular trend 
Secured loans 

Shoes 287, 289, 4 

Short time bonds 

Sinking fund 

Slack season 

Socialists 

Speculation 7, 32, 36, 6 

Speculation in commodities 2 
Standard deviation 26, 

Standard volume 
Steel 3 

Stocks 194,197,205,208,368,3 
Storage batteries 
Stoves 400, 4 

Strain, financial 
Street railway 

Strike 3 

Style 

Sugar 203, 2 


Tariff 346,353.549 

Taxicabs 341 


Taylor system 273 

Telephone 194,365,372 

Ten-Commodity Index ig, 37, 606, 607 
Tires 197, 33°, 430 

Tooth paste 495 

Tractors 31 1 

Trend 23, 592 

Trust company 183, 190 


U 

Unemployment 16, 47-52 

United Shoe Machinery Com- 
pany 515, 523 

V 

Value of service 542 

Veneer 455 

W 


Wages 12, 

Walworth Manufacturing Com- 
pany 
Weather 

Webb-Pomerene Act 
Wholesale grocery 
Wool merchant 
Woolen mill expansion 


15,36s 

86-105 

9 

546 

326 

502 

5« 



